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PREFACE

The author is a Judge Advocate Major, United States Air Force,
currently assigned to the Air Force Ballistic Missile Office at Norton
Air Force Base, California. The views expressed herein are solely those
of the author, and do not purport tc reflect the position of the

Department of the Air Force, Department of Defense, or any other agency

of the United States Government.
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GOVERNMENT CONTRACT CONTINGENT LIABILITILS,
THE ANTI-DEFICIENCY ACT,
AND

THE HOBGOBLIN OF LITTLE MINDS

A foolish consistency is the hobgoblin of little ninds
~Emerson
I
INTRODUCTION
To deal adequately with the problems relating to continpent
liabilities in Governnent contracting one would need to call upon the
expertise of at least five different professionals. In no special order
they are the lawyer, the accountant, the politician, the businessman,

and the actuary. The reader should take warning that the author's

credentials allow him to claim competence in only one of these areas.
~ecognizing his limitations, even when it comes to the legal questions
that surround contingencies in uvovernment contracting, he is,

nevertheless, bold enough to approach the subject from the peint of

view of law, and candid enough to recognize that he will leave the

reader with oore questions and uncertainty than answers, ile calls upon

Y

the experrs from the “ields of law, accounting, politics, business, and

insurance, relating what they have to say, as he understands it, and

® -
o . “a
, :

? N asks them questicns which they may answer or debate in the furure, :/ith
RIS

F:.; this disclaimer and approach in mind, let us begin.

o

E{;Q A contingent liability is one "which is nor nov fived sod gosolaro,
o _ _ )

E{“; but which will become so in case of the accurrence of some future nd
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GOVERNMENT CONTRACT CONTINGENT LIABILITILS,
THE ANTI-DEFICIENCY ACT,
AND

THE HOBGOBLIN OF LITTLE MINDS

A foolish consistency is the hobgoblin of little minds
~Emerson
I
INTRODUCTION

To deal adequately with the problems relating to contingent
liabilities in Government contracting one would need to call upon the
exper ise of at least five different professionals. In no special order
they are the lawyer, the accountant, the politician, the businessman,
and the actuary. The reader should take warning that tae author's
credentials allow him to claim competence in oniy one of these areac.
Recognizing his limitations, even when it comes to the legal questions
that surround contingencies in Government contracting, he is,
nevertheless, bold enough to approach the subject from the point of
view of law, and candid enough to recognize thct he will leave the
reader with aore questions and uncertainty than answers, ile calls upon
the experts from the fi:lds of law, accounting, politics, business, and
insurance, relating what they have to say, as he understands [t, and
asks them questions which they may answer or debate in the future, Vith
this disclaimer and approach in m:nd, let us beoin,

A contingent liability is one "which is not aow fixed ant alsolute,

but wnich will becerme 2o in case of the occurrency of some future and
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. 1
uncertain event,"

The liability "is related to a transaction or
event and may or may not become an actual liability depending on a
future event. The uncertainty as to whether there will be a legal
liability differentiates a contingent from an actual liability."2
In the event the contingency in question should transpire, the
liability would become actual.

Insurance may be the most common contractual relationship involving
contingent liabilities., If one's person or property is injured or
damaged, the insurance company will pay. The insurer's obligation to
pay becomes absolute if injury, loss, or damage should occur,
Warranties are another area familiar to the consumer. The manufacturer
or seller of a product who warrants the product has a contingent
obligation to repair or replace it in the event 1t shoulu fail
according to the terms of the warranty. If the product performs as
warranted, the contingent liability never becom=s absolute, and the
manufacturer or seller never has to bear the cost ¢f repair or
replacement, Indemnity and the pendency of a lawsuit are also common
examples of contingent liabilities. If the verdict goes against the
defendant, his contingent liability to pay damages beccmes real. And,
if a third party has agreed to indemnify the defendant and held him
harmless in the event of an unfavorable verdict, the third party's
contingent liability has likewise become absolute.

The contractual recognition of contingencies by identifying them
and defining which party to the contract must bear the loss in the
event the contingency occurs is a common means of risk allocatlion in

contracts,
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Since risk allocation is one of the major functions of
a contract, contracting parties include many provisions
in the ccntract expressly allocating both general and
specific risks to one party or the other party. This is
especially true with Government contSacts which utilize
numerous risk allocation techniques.

Exemplary of the sorts of contingencies contemplated are those
having to do with risk of loss of Government property. As a general
rule, the Governmenrt is a self insurer for its own pteperty.4
However, in the possession of a contractor the rules may be different,
Such clauses as the Government P.operty clause5 and the Ground and
Flight Risk clause6 set forth under what circumstances ~itl..er the
contractor or the Government is to assume the risk in the event of the
contingency of loss of or damage to Government property in the
contractor's possession.

Of course, there is no legal objection to the Government assuming
the risk of loss of its own property.7 Nor is it illegal for
contractors to assume any given risks regarding Government property in
their possession. Contractors may insure against the contingencies at
risk on a fixed price8 or cost reimbursement9 contract,

What makes contingent liabilities an issue and a problem in
Goveriment contracting is any siruation in which the Government assumes
risks which could result in its having to expend money to pay the cost
of those contingencies. As early as 1909 the Secretary of the Treasury
stated:

[N)o officer of the Lovernment has a right to make a
contract on its behalf involving the payment of an
indefinite and uncertain sum that may exceed the
appropriation, and which is not capable of definite

ascertainment by the terms of the contract, but is
wholly dependent upon the happening of some contingency

-
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the consequengg of which can not [sic] be defined by
the contract.

The Secretary reached that position as the logical conclusion of
the Anti-Deficiency Act, the relevant part of which is now codified at
31 U.S.C. § 1341(a). It is a position which the General Accounting
Office (GAO) has furthered since that time, most notably in the area of
indemnity which is discussed below. It means that the Government may
not obligate itself for any liability which is indefinite in amount and
uncertain of occurrence. At least that is the position GAO has taken
over the years and in which the executive department has in theory
acquiesed.

However, while GAO, the courts, and agencies have "consistently"
stated that rule over time, they have not consistently applied the
rule. Congress itself on at least three occasions has chosen not to

11 411 of

adhere to the rule applying to contingent liabilities,
this has led to much confusion whenever the business and practical
realities of contracting situations force the agencies to consider how
to deal contractually with the contingency at hand,

While the number of contingencies which the contracting parties may
‘onsider may be legion, the most common and the most notable include
the issues of 1) risk of loss of or damage to contiractor property and
third party claims against the contractor, 2) risk of escalation in
contractor costs of performanre due to economic factors beyond his
contrcl (labor end material costs), and 3) contractor rights to

equitable adjustments due to constructive changes or differing s: =

conditions, There are two other areas which do not involve risks
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associated with the performance of the contract as such, but which do
present the Government with contingent liabilities. They are:
1) liability accruing to the Government in the event of contract
termination for convenience, especially in "multi -year" contracting,
and 2) incentive contracting, a method of contracting in which the
Government's maximum liability is contingent upon the contractor's
total cost of performance.

This paper first presents relevant legal background into the
Anti-Deficiency Act and the authority of the Government to assume
contingent obligations, It pruceeds to discern certain rules whereby in
light of the Anti-Deficiency Act, the Government may, nevertheless,
legally obligate itself for contingent liabilities. It then considers
the application of these rules to various situations involving
contingent obligations which the Government has had to face as a
practical matter over the years.,

The present paper, along with other articles whose teopics were
dependent upon the workings of the Anti-Deficiency Act, concludes thit

[t]he Anti-Deficiency Act is significant legislation
that is not well understood or applied. Tco little
guidance, too little interpretation and too little

assistance in applying the statute are available from
the {dcpartmental level] or the [agency] in the field

[

. at all levels, but particularly at the installation

}: [i.e., contracting officer] level. Guidance ii erratic

(- and at times inconsistent, (Emphasis added.)

E‘ It is an area where consistency is much talked about and touted, but
k.

little practiced. This situation makes it especially difficult for
lawyers and other little minded people to grapple with the subject,

Before considering the application of the Act and the rule it
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engendered to certain contingencies, however, it will be necessary to
review the rudiments of the Anti-Deficiency Act and how it has been

understood and dealt with by the agencies.
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II
THE ANTI-DEFICIENCY ACT

For which of you, desiring to build a tower, dces not
first sit down and count the cost, whether he has
enough to complete it? Otherwise, when he has laid a
foundation, and is not able to finish, all who see it
begin to mock him, saying, "This man began to build,
and was not able to finish." Or what king, going to
encountevr another king in war, will not sit down first
and take counsel whether he is able with ten thousand
to meet him who comes against him with twenty thousand?
And if not, while the other is yet a great way off, he
sends an embassy and asks terms of peace.

~A parable of Jesus

recorded in St, Luke's Gospel 14:28-32

A,
OVERVIEW OF THE ACT

On its face the Anti-Deficiency Act does not appear to be at all
complicated, It simply says that the Federal Government may not spend
money it does not have, An Air Force Pamphlet distributed for popular
use within the financial management area says, "Very basically, [an
Anti-Deficiency Act violation] is when someone obligates the Federal
Government to spend money, or actually spends money, for which funds

1

are not authorized or available.,"” Contracting Officers can't spend

what they don't have, nor can they obligate the Government to spend

what has not been entrusted to thcm to spend.
The crux of the statute is codified at 31 U,S.C. § 1341(a)(1):

An officer or employee of the United States
Government or of the District of Columbia government
may not--

(A) make or authorize an expenditure or
obligation exceeding an amount available in an
appropriation or fund for the expenditure or
obligation; or

(B) 1involve either government in a contract or
oblisation for the payment of money before an
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appropriation is made unless authorized by law,

1. History of the Act,

The statute and precursers of it extending back in time at least as
early as 1820 have been legislative attempts by Congress to maintain
its constitutional prerogatives regarding public monies. The "power of
the purse" is entrusted to Congress by § 8, Article I of the
Constitution.2 Further, Article I § 9, clause 7 provides, "No Money

shall be drawn from the Treasury but in Consequence of Appropriations

made by Law..,"3

The Act has existed in various forms since 1870, In that year
Congress enacted the present Act's predecessor providing:

That it snall not be lawful for any department of the
government to expend in any one fiscal year any sum in
excess of appropriations made by Congress for that
fiscal year, or to involve the government in any
contract for the futgre payment of money in excess of
such appropriations,

The statute was revised in 1905 and 1906, and again in 1950. Those
revisions have been aptly summarized as follows:

In 1905 Congress had amended the [Anti-Deficiency Act]
to give it teeth. All "obligations," rather thar just
contracts, were prohibited unless adequate
appropriations were available., Acceptance of voluntary
services was forbidden, apportionment by monthly
allotments was required (unless waived), 2and criminal
penalties were included for violation of the act,

Even after the amendments, the year 19C5 brought
almost as many deficiencies as the preceding years.
Hence, Congress once again returned to the legisiative
drawing board, In 1906 the [Anti-Deficiency Act] was
amended to prohibit waiver of apportionment excep: in
emergencies or unusual circumstances. Waivers and
modifications of apportionments were required to be in
writing and the reasons to be given in "each case.,"

, - After 1906, [the Anti-Deficiency Act] remained
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unchanged until 1950, In that year the statute was
revised to create an elaborate scheme for apportionment
and reapportionment. Criminal penalties for knowing and
willful violations were set at a fine of not more than
$5000, imprisonment for not more than 2 years, or both.
Administrative discipline was provided for noncriminal
violations, [The Anti-Deficiency Act], as revised in
1950, gs essentially the controlling statute

today.

2. Reasons for the Act.

"You can't spend what you don't have" is a commonplace which hardly
scems as if it would need to be legislated. However, history reveals
that the law was enacted on account of gross abuses of fiscal
responsibility.

It is no secret that for many years after the
Constitution was adopted, executive departments and
agencies paid little attention to congressional
spending limitations. Obligations were made in excess
of or in advance of appropriations. Funds were
commingled or used for purposes far different than the
purposes for which they were appropriated. And most
egregious of all, the departments and agencies would
spend their entire fiscal year appropriaticns during
the first few months of the year and then present the
Congress with a list of "coercive deficiencies." These
were obligations to others who had fulfilled their part
of the bargain with the United States and who now had a
moral--and possibly also a legal--right to be paid. The
Congress felt it had no choice but to fulfill these
commitments, but the frequency of deficiency
approprgations played havoc with the United States
Budget.

These abuses have been found back to the very beginnings of

F' constitutional government.7 Wilmerding has traced the first
o

W . . ) 8
o legislative attempt to control these practices back to 1820,
.

t\; [S]tatutory devices designed to tighten fiscal controls
4 were employed by Congress over the years until the

Hif advent of the War Between the States, That conflict

il + . .

e caused Congress to remove f{iscal restraints to insure
- support for the war effort.
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All of the old executive abuses reasserted themselves
during the war years. Funds were commingled.,
Obligations were made without appropriations.
Unexpended balances from prior years werc used to
augment current appropriations, The cessation of
hostilities did not result in a concommitant cessation
of abuses. If anything, the executive departments
redoubled their efforts to override the right of
Congress to "control of the public purse.”

The first post-Civil War Jegislation designed to deal with these
problems was passed in 1868.10 As above stated, the predecessor of
the present 31 U.S.C. § 1341 was enacted in 1870.11 The history of

the issue since that time has been the story of growing executive

sophistication in avoiding the spirit of the Act. Consequently, growing

Pl
PR

congressional reaction nas checked the abuses over time until the
12

T e

]

statute evolved into substantially its present form in 1950,

I

3. The Operation and Effectiveness of the Act.

However, with over a century of experience with the Act, the
agencies have not adapted to it such as to operate within its

constraints:

. A 1955 study by House Appropriations demonstrated
that the Antideficiency Act was far from
self-executing. The most serious violations were
committed by the Defense Department, partly because it
had been slow in issuing directives but also because it
displayed an unwillingness to comply with the statute.
The study singled out other reasons for violations by
the Defense Departments and the civilian agencies. An
excessive number of allotments were issued in too small
amounts, at too low a level in the departments, to
permit accountability. Also, there were inadequate
records of obligations incurred, a failure to give
adequate weight to seasonal variations when making
apportionments, and negligence in following established
procedures.

The Pentagon's regulations to control deficiencies
were issuer in 1952 and revised in 1955 and 1958, Still
the Defense Department continued to outdo all other
agencies in the frequency and dollar amounts of
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def .ciencies. From 1963 through 1973, executive
age icies committed 278 violations of the
Anti-Deficiency Act, totalling $188 million. The
Pentagon committed 216 of those violationms,
representing a dollar value of $165 million. In
addition to reported violations, the General Accounting
Office often advises Congress of antideficiency
violations that were never reported by the agencies.
The granddaddy of all violations was a $110 million
deficiency by the Navy. By letter of April 12, 1972,
Defense Secretary Laird informed Congress that the Navy
had overobligated and ovepgpent in the "Military
Personnel, Navy" account.

Betweep fiscal year 1970 and fiscal year 1978 the Army investigated
197 alleged violations.14 And the Air Force Pamphlet abo've
referenced admits that "[t]he Air Force has in the past ’‘ncurred
numerous [Anti-Deficiency Act] violations. They have ranged from small

amounts of less than 10 dollars to those for millions of dollars.,

Actually, most of the violations are on the lower side of the scale and

are less than $10,OOO..."15

B.
PERCEIVED REASONS FOR THE INEFFECTIVENESS OF THE ACT

1. Continuing Violations Tolerated.

Thus, the problem of Anti-Deficiency Act violations continues to
the present time., There have been two large and notorious violations of
fairly recent occurrence. These two have involved the Army and the
Navy. Commentators on them have suggested that simultaneous with the
maneuvering around the Anti-Deficiency Act, there appears a studied
unconcern for and growing boldness in its violation. That this should
be observed in the executive department may be due in part to a lack of

consistent concern on the part of Congress and its watchdog, the GAO:
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The problem stems from lack of enforcement by all
three branches of government and a tacit concession by
Congress that it is unable to comprehend, manage and
control the financial operations of the United States.
The General Accounting Office (GAO), which conceptually
should provide the policing talent tY6Congress, has not
functioned effectively in this area,

The first of these two recent violations occurred in 1975, Involved
were approximately 900 contractors and suppliers to the Army and some
1200 Army contracts.17 William J. Spriggs reported on the incident
and opined thusly in a 1976 article:

Near the end of calendar year 1975, the U.S. Aray
reported that procurement appropriations for some prior
fiscal years were in a deficit position and immediately
halted payments to approximately 900 contractors and
suppliers. The over-obligation resulted from numerous
contracts, some completed and others in progress, for
which recorded obligations existed in the full contract
amounts....[the Army proposed] alternative actions with
respect to the contracts involved [and the GAO]
rendered [its] opinion with regard to the Army's
proposed actions. Unfortunately, the Comptroller
General's opinion failed to address the basic legal
questions raised by the Army's violation of the
Anti-Deficiency Act. The opinion ignored the applicable
law concerning the status of the contracts involved and
provided little guidance to Congress. Worse yet, it
failed to provide guidance for remedial action in light
of the status of the contracts involved,

The Comptroller General's decision ignored the series
of judicial precedents which make it clear that at the
time the Secretary of the Armi directed an immediate
halt to disbursement of funds, the contracts involved
were rendered void,....Many legal scholars conclude the
contracts were rggdered void when the Army stopped
making payments,

What is important is not only that Spriggs and the legal scholars
to whom he refers may be right. But, it is also important, given the
fact of a violation (as GAO found), that the consequences thereof

should be a matter of debate at all, This is all the more true
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considering that Spriggs argues persuasively that the alternatives
proposed by the Army and considered by GAO, in the face of the
viotation, were themselves violations of the Act.19

Secondly, Fenster and Voltz chronicle violations alleged to have
occurred in Navy shipbuilding prog.ams:

[T]he Navy shipbuilding program has been a principal
and frequent culprit in violations of the
Antideficiency Act. Thus...the Navy incurred
obligations totaling several billion dollars against a
legally available fund total of only $200 million, This
problem, which grew up over a period of approximately
ten years (1968 through 1978), eventually resulted in
considerable litigation. Most of the large dollar
ticket items were settled in calendar year 1978 by the
Navy with the contractors involved assuming gigantic
losses....[T]he litigation...forced the Navy and the
Justice Department to commit themselves to
interpretations of the Navy's conduct in its financial
affairs in the context of the Antideficiency Act. To
characterize these interpretations as erroneous hardly
sugeests the lack of understanding by the executive
branch. A more apt characterization might be to
describe taﬁ interpretations as primitive, syllogistic
and naive,

Thus, we see evidenced not only a continuing occurrence, even
practice, of Anti-Deficiency Act violations, but a perception that
there is within all three branches of Government unwillingness,
inability, indifference, or some combination of the three when it comes
to living with the Anti-Deficiency Act and dealing with violations of
it. This perception is not limited to writers outside the Federal
Government, It was Hopkins and Nutt, two Army judge advocates, that
criticized Government dealing with the Act calling higher level
guidance "erratic" and "inconsistenc."21

2. Lack of Enforcement throuch the Act's Penal Sections.

Further evidence of the correctness of these perceptions that the
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Government is not really seriously concerned about Anti-Deficiency Act
violations is that there has never been recorded any prosecution for
its violation.22 This is in face of the multitude of violations
investipated and admittcd over the years, and the fact that the present
criminal sanctions were added in the 1950 revisions to the Act, over
thirty years ago.
3. Conclusions.

It is not the purpose of this paper to conduct a trial of the
zccusations made by any of the above writers, or to investigate the
causes of the violations, why they have not been more severely deal't
with, or why anyone permits violations to centinue. It is importan: for
this paper, however, to have set forth 1) the facts of continuing
violations, 2) that tnere has been little to no enforcement (through
the penal sections), and 3) the various critical opinions quoted above,
Together they provide a picture of the context in which policy is being
sa2t, law is developing, and other decisions affected by and affecting
the Act are being made. It is necessary for the reader to investigate
and decide for himseif what all this may mean in terms of any given
decision to be made. The reader must be cautious regarding the extent
to which such rules as may be discerned are reliable, would serve as

the basis for any given decision, or would be enforced in face of 4

violation of the Act,
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It is fuvther not the purpose of this paper to analyze the Act in

its details, Several writers have provided excelleat summaries of the
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Act.23 For comprehensive analysis of the Anti-Deficiency Act, the
reader may refer to any and all of the above noted sources. However,
certain proscriptions of the Act need to be reiterated for purposes of
this paper.

1. Advance/Excess Obligations As Well As Expenditures Prohibited.

First of all, it needs to be emphasized that the Act prohibits not
only the expenditure of money in excess or in advance of
appropriations, but also the making of the obligation to expend
money.24 The violation is committed when the obligation is made,

no. just when money is paid out, Government regulatiors acknowledge
9
t:hi.'a,"5 and it is the direction given to the agencies in the

field.z6 However, it is not clear that the Government has
consistently acted this way in practice. For example, Fenster and Voltz
cite instance after instance of situations in which either explicitly

or implicitly the Government's position has been that only failure to

27

pay, not the obligation itself is the violation of the act.” This

attitude of the Government has been traced back as far as 1879, At that
time, in the face of having to seek a deficiency appropriation from an
irate Cungress, the Postmaster General took the position that:

[T]he post-office officials had not yet spent money in
excess of * eir appropriations, nor would they do so;
if Congress failed to appropriate the $1,700,000 needed
vo fulfill their contracts, they would annul those
contracts, pay the contractors one month's pay as usual
in cases of reduction of termination of contract, and
stop the mails; the country might be inconvenienced,
but [thiSAct] would be inviolate. {(Emphasis

added, )
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In commenting on the position, Fenster and Voltz observe, "The

Postmaster General's remark that "'the country might be inconvenienced,

but the Act would be inviolate' illustrates tne executive’s complete

failure to recognize that the Act was violated the moment the contracts

were signed and thus the obligations created."29

That this position persists can be evidenced from another example
from Fenster and Voltz. In the -ontext of their argument against a
Government argument that ageicies "can 'cover' deficiencies by
'reprogramming' funds from other accounts within the same
appropriation, or by transferring funds from a different

. . "30
appropriation they assert:

{I]n [a recent case, the contractor] claimed that
the...contract in question violated the Antideficiency
Act because the applicable appropriation account was
overobligated by many millions of dollars, The Navy
responded...that the appropriation account was 'not
really overobligated" because various appropriations
acts had provided funds for the Navy which, since the
funds were not specifically targeted to other purposes,
"could have been applied in whole or in part to
obligations incurred under the...contract.” Note that
the Navy did not even bother to assert that the funds
had been administratively allocated to that purpose--in
fact...no such allocation was made, As far as the Navy
was concerned, it was sufficient that it "could have
been'" done; indeed, this was better than actually deing
it, because the came money "could have" been allocated
to cover dozens of other overobligations as well. This
way, a small but ubiquitous reserve fund can
simultaneously "cover" dozens of overoblipations which
collectively aggregate to far more money than is
present in the fund, If this were an accurate statement
of the law, the prohibition in the Act against
authorizing an obligation in exces§1of appropriations
would be completely meaningless...”
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A similar understanding that reprogramming can cover
Anti-Deficiency Act violations may be observed in 42 Comp, Gen. 708
(1963). There, the Federal Aviation Administration (FAA) petitioned GAO
regarding the use of a provi i\ which would place the risk of loss or
damage to certain leased aircraft on the Government. FAA sought to
justify use of the provision to GAO. In suppert of its position, FAA

argued "that the requirements of the Anti-Deficiency Act... are met

because the "an-year" Facilities and Equipment appropriations c¢f the

FAA will remein available, with reprogramming if necessary, to meet any

potential liability arising during a given fiscal ycar." (Emphasis
added.)>2

GAO approved of the use of the clause. Thus, both the FAA and GAO
approached the situation as if whether or not a violation of the
Anti-Deficiency Act would occur depended uvon whether or not sufficient
funds would be obligated to the cortingent liability in the event of
its occurrence, not upon whether or not sufficient funds had been
identified for the potential liability at the time the contract was
executed. GAO, in effect, "overruled" itself in this regard in 54 Comp.
Gen, 824 (1975), by requiring that a contingency reserve be set up at
the time the contract is entered into.33 Nevertheless, this
evidences even un the part of GAO a lack of consistent appreciation for
tha Act's proscriptions against obligations (themselves) in excess of

appropriations,
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2. Advance/Excess Obligations of Administrative Apportionments

Prohibited.

It is important to kecp in mind that the Act is violated not only
when an entire appropriation account is overobligated or spent, but
also when any ac .inistrative apportionment of it is overobligated or

4 . .
spent.3 Requirements for apportionments are as stated at 31 U.S.C.
§ 1512,

The present requirements regarding apportionments came into being
with the 1950 amendments to the Act. Those amendments added the concept
of "available appropriations." This was done in the context of setting
up the requirements for apportionments and the adminstrative control of
them. That was accomplished by adding subsections (c) through (g) of
the Act, now 31 U,S.C. 8§ 1341, 1342, and 1511-1516. "The 1950 revision
was part of the overall effort to amplify and enforce the restrictions
of subsertion (a)."35 Prior to those amendments the statute simply
provided:

o executive department or other Government
establishment of the United States shall expend, in any
one fiscal year, any sum in excess of appropriations
made by Congress for that fiscal year, or involve the
Government in any contract or other obligation for the
future payment of money in excess of such
appropriations unleq§6such contract or obligation is
authorized by law,..

Only the entire appropriation for the entire fiscal year was involved.
Regarding apportionments the Act provided only that "[a]ll
appropriation....shall,,.be so apportioned by monthly or other

allotnents as to prevent expenditures in one porticn orf the year which

may necessitate deficiency or additional aporopriations to conmplete the
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service of the fiscal year.3

Thus, there was a requirement for apportionments, but the
prohibition on obligation or expenditure only went to the entire
appropriation. There was no censure for or policing of the
apportionment section of the Act.

However, subsections (c) through (g) of the Act as revised in 1950
mandated the establishment of a strict regime of apportionments both
vertically and across time. Section (a) changed its wording from
"appropriations" to "amount available [in an appropriation].” And,
subsection (h) of the amendments, now 31 U.S.C. § 1517, explicitly
makes it illegal to obligate in excess of or in advance of, not only
the entire appropriation, but in any amount in excess of or in advance
of any apportionment or re-apportionment thereof, Therefore, according
to the statute, "appropriations available" means "that portion of the
appropriation (currently) allotted and available to the requiring
activity for payment,"

Just as in the case of the obligation violation, however, not
everyone in the Government understands or functions as if "available

appropriations' referred to only the apportioned part of an

appropriation, In expressing his opinion as to what appropriations
would be available if DOD were to limit its liability under a certain
contingeucy clause to available appropriations, a DOD Assistant General
Counsel stated that such limiting language would

limit [the Government's] obligation to an entire

appropriation such as the Navy or Air Force Aircraft

Procurement account. We are concerned with such a broad

obligation exposure and suggest that serious

consideration be given to adding language which would
limit obligation exposure to that portion of the
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approgriation allotted ggd available to the requiring
activity for payment...

The Assistant General Counsel's understanding of the concept of
"available appropriations" is, then, not the Act's understanding of the
phrase. However, his position represents a common understanding of the
law. Even GAO seems to believe that by pledging "available
appropriations" an entire year's entire appropriation would be
vulnerable, This can be evidenced from the scenario they postulate in
62 Comp. Gen., 361 (1983). There they refer to an Army contract which
provided for indemnification to New York State militiamen for injuries
incurred while providing guard services at the Winter Olympic Games.
The Army had included an indemnity clause using the GAO recommended
form of limiting liability to available appropriations.39 Evidently
only a single militiaman was injured and no liabilities devastated the
appropriation, But, GAO hypothesizes:

If, on the other hand, the accident took place in the
beainning of the fiscal year and (let us assume) a
large number of militiamen were injured simultaneously,
the payment of the indemnity obligation might well wipe
out the entire unobligated balance of the appropriation
for the rest of the fiscal year. This e 1d certainly
frustrate the intent of the Congress...
Thus, GAO seems to be employing a broader definition of "available
appropriations" than the Act would do. This is in spite of the fact
that GAO at least recognized the problem almost a year earlier in
B-206626, July 27, 1982, Commenting to the DAR Council Director on its
misgivings about its own limitation language solution, GAO said:
For instance, even with the limiting language we have

suggested in the indemnification clause, a loss could
occur that would require payment from available




-21-

unobligated appropriations in amounts so great as to
leave some agencies with nothing to carry out other
functions normally funded from that appropriation
during the remainder of the fiscal year. This would
necessitate a deficiency appropriation request to allow
the agency to continue to operate, and a question could
be raised as to whether [the Anti-Deficiency Act] had
been violated [in its sections specifically making
illegal obligations in excess of appertionments or
reapportionments]. (Emphasis added,) =~

Those sections of the Act do more than raise questions. They, in
fact, state clearly that obligations in excess of apportionments are
illegal., There is no difference between an entire appropriation and any
apportionment of it for purposes of the Anti-Deficiency Act. The
apportionment sections only more specifically define the concept of
"available appropriations" as the term is used in 31 U.S.C. § 1341(a),
"amplifying and enforcing"42 that section. Still both 0SD Assistant
General Counsel and GAO, for example, seemed to think on those
occasions, at least, that the Anti-Deficiency Act has nothing to say
about obligations in excess of or in advance of apportionments of
appropriations,

3. The "unless authorized by law' Exception.

The Act states that obligations in advance of appropriations are

not allowed "unless authorized by law."43

Thus, the Act recognizes
Congress' prerogative to create obligations in advance of
appropriations, (The Constitution prohibits expenditures absent an
"appropriation made by 1aw."44) The law surrounding the exception
has been summarized as follows:
The statute relied upon to invoke the Anti-Deficiency
Act exception "authorized by law," must require an

{ agency to take a specific action, or follow a course of
action, that results in obligations which ultimately

VT
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exceed an appropriation or otherwise cieate a
deficiency. Further, where the Congress intends to
authorize administrative officers to incur obligations
in excess of appropriations "...such authority is
generally given in clear and unmistakable terms."
However, Congressional history can be relied upon to
establish the necessary Congressional intent. Where
such authority is found, obligations incurred are
"otherwise authorized by law" and do not violate [the
Anti-Deficiency Act]). Absent such "unmistakable"
intent, a violation of [the ﬁgti-Deficiency Act] will
result, (Citations omitted.)

One of the most commonly cited examples of the use of the exception
is 41 U.S.C. § 11:

No contract or purchase on behalf of the United States
shall be made, unless the same is authorized by law or
is under an appropriation adequate to its fulfillment,
except in the Departments of the Army, Navy, and Air
Force, for clothing, subsistence, forage, fuel,
quarters, transportation, or medical and hospital
supplies, which however, shall not exceed the
necessities of the current year. (Emphasis added.)

The rationale for this exception was briefly discussed in the

dissenting opinion of the U.S. Supreme Court case, The Floyd

Acceptances:

[Clontracts for the subsistence and clothing of the
Army and Navy by the Secretaries are not tied up by any
necessity of an appropriation of law authorizing it.
The reason for this is obvious. The Army and Navy must
be fed, and clothed, and cared for at all times and
places, and especially when in distant service. The
Army in Mexico and Utah are not &8 be disbanded and
left to take care of themselves,

This is an example of "contract authority.” "Contract authority" is a
term of art that refers to statutory authority which specifically

authorizes an agency to enter into a contract or other obligation prior

to enactment of the applicable appropriation. Its definition as given
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in OMB Circular A-34 is: "Statutory authority under which contracts or
other obligations may be entered into prior to an appropriation
(liquidating cash) for the payment of such obligations."47
Statutory authority allowing the Government to assume contingent
obligations without benefit of an appropriation will be discussed in
Chapter IV of this paper.

4, Status of Contracts Funded by a Deficient Appropriation or

Apportionment.

a. Contractor's Right of Recovery,

It is necessary to consider the status of contracts which are
funded from appropriations in a deficient status. Fenster and Voltz
analyze the law thusly:

[I]Jt is clear that a contract which, when entered
into, is inadequately supported by appropriations or is
made in advance of adequate appropriations is void, ab
initio. It is a nullity and of no legal effect....VWhere
a contract [adequately funded when entered into, but
subsequently becoming underfunded] is funded from a
general appropriation account, the contractor normally
is not charged with knowledge of the adequacy of the
appropriations to cover his contract, and will be
permitted to recover all his costs plus breach of
contract damages if the government subsequent to
contract formation causes the account to become
underfunded.

On the other hand, if the contract is funded from a
special or line item appropriation account, the
contractor is on notice that only those funds and no
more are available, and he will not be allowed to
recover in excess of that amount. For the same reason,
whenever a contractor has actual or constructive
notice, howrver received, of legal limitations on the
amount of funding available to his contract, he will
not be allowed to recover in excess of that amount,
There is nc magical quality about "general
appropriations” which confers an absolute right to
compensation, or about "special appropriations" which
imposes an vbligation to respect the ceiling amount,
Rather, in every case the key factor is notice of
limitations....{I]t is concluded that a contract which
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becomes deficiently funded after foigation is thereupon
and as of that point rendered void.

GAO agrees with this position in that it properly states whether or
not the contractor may recover in face of an Anti-Deficiency Act
violation. The key is in either actual or constructive notice on the
contractor of the limitation of the appropriation involved. GAO cites
two lines of cases bearing this out:

In Ferris v. United States, 27 Ct.Cl. 542 (1892), the
plaintifi had a contract with the Government to dredge
a channel in the Delaware River. The Corps of Engineers
made him stop work halfway through the job because it

had run out of money. In discussing his rights in a
breach of contract suit, the Court beld:

"An appropriation per se merely imposes limitations
upon the Government's own agents; it is a definite
amount of money intrusted to them for distribution; but
its insufficiency does not pay the Government's debts,
nor cancel its obligations, nor defeat the rights of
other parties." Id., at 546,

See also Dougherty v, United States, 18 Ct.Cl. 496
(1883), and two Capehart Housing cases, Anthony P,
Miller, Inc. v. United States, 348 F.2d 475 (Ct.Cl.
1965), and Ross Construction Corp. v. United States,
392 F,2d 984 (Ct.Cl, 1968). In the latter two cases,
the Court explained that it made a distinction between
contractors paid out of a general appropriation and
those contracts for which a specific and limited
appropriation is made by the Congress., The former are
not barred from recovering damages for breach of
contract even though the appropriation is exhausted,
because the contractor "cannot justly be expected to
keep track of appropriations where he is but one of
several being paid from the fund," Ross, supra, at 987.

In another line of cases; where the appropriation was
specifically made for a particular contract, the
contractor was deemed to have notice of the limits on
the spending power of the Government official with whom
he contracted, See Hooe v. United States, 218 U.S, 322
(1910); Sutton v, United States, 256 U.S. 575 (1921).
Such a contract was valid only up to the amount of the
available appropriation. If the contract became
under-funded due to unexpected expenses of extra work
ordered, it was a "nullity" to the extent that
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— 49
appropriations were exceeded.

Thus, the general rules are stated. Certain exceptions and
refinements to these rules will be discussed in the sections on
. 50 . . . 51
constructive changes™ and on termination issues,

b. Continuing Rights and Duties of the Parties.

However, while those cases provide general rules as to the extent a
contractor may recover in the face of a deficiency, they Jo not provide
the answer to whether or not in the face of a deficiency (of which the
contractor has notice) the contract continues to impose any duties upon
the contractor or confers any rights on the Government., No cases
clearly address this issue. Fenster and Voltz argue that in =wuch a
situation there can be no further rights or duties on either party.
But, the practice of the Government faced with deficiencics appears to
be otherwise,

Fenster and Voltz argue that a contract which becomes deficiently
funded after formation is "thereupon and as of that point rendered
xgig."sz By "rendered void" they mean, "From that time onward,
however, neither the contractor nor the government is at liberty to
continue work, and in so dcing, to continue to increase the extent of
the deficiency."53 In other words, neither party has any rights or
duties with regard to the other except for the Government's obligations
to pay damages for breach of contract (provided the contractor would be
allowed to recover in accordance with the above stated notice rules),

llowever, GAO and the Army (at least) appear not to be of the
position that upon the contract's funding becoming deficient, the

Government's right to demand continued performance, or conversely, thc
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contractor's duty to perform, is affected. This can be evidenced from
the advice sought of GAO by the Army in face of the deficiency
experienced by the Army in 1975 referred to above.54 At least one
of the alternatives proposed by the Army and seen as "authorized" by
GAO, termination for convenience, presumes that the contracts remained
viable, that even in face of the deficiency, they, nevertheless,
imposed obligations upon the parties beyond the obligation accruing to
the Government for costs of work performed and damages for breach, It
would seem that rather than continuing to impose any obligation on the
contractor, the sections of the Act prohibiting the acceptance of
voluntary services55 would require that the obligations of the
contractor cease upon the commencement of a deficient funding status.
In another instance the Government took the position that a
contractor does not even have standing to assert Anti-Deficiency Act
violations.
The Navy's position on standing is that the funding

statutes are "internal tools for the use of the

government"” and thus may not be raised by contractors.

Apparently the Navy sees no problem in the fact that it

can use these statutes to defeat recovery by innocent
contractors:

Although the United States has occasionally relied upon
admitted violations of the Anti-Deficiency Act as a
defense to other lawsuits involving contractor claims
for payment and damages, the courts have had almost no
% experience with situations in which contractors have

.- attempted to avoid their contractual obligations by

K alleging violations of the Act.,

DAL AR, M, alnt ML Sl S,

In short, the Navy can use it to avoid its duty to
make payment, in its discretion, but contracters should
not be permitted to raise in advance the legal issues
which by the Navy's own admission could ultimaggly
deprive them of recovery. (Citations omitted,)
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The essence of the Navy's position in the above matter was that the
contractor had no right to stop performance even if the supporting
appropriation had become deficient. They argued that only failure to
pay the contractor would excuse continued performance, and s¢id, in
essence, that the Navy could lock to other appropriations to fund the
payments when due.57 The matter was settled, however, without court
decision.58

Thus, the issue has not been litigated to the point of decision to
date, and the Government's position in these matters frequently seems
to leave some portion of the Act unaccounted for.59 Therefore, it
is net clear in a deficiency situation if the Goernment may exercise
its contractual right to terminate for convenience (or other
contractual rights)., It is also not settled whether or not *he
Government may demand continue performance. Conversely, it has not
been determined if the contractor is relieved of all contractual
obligations by the appropriation becoming exhausted,

¢. Contracts with Improper Contingent Liability Provisions.

Specifically with regard to contingent liabilities, it is not clear
what is or becomes the status of a contract containing an unauthorized
contingent liability provision. 35 Comp. Gen. 85 (1955) is the closest
any case has come to dealing with this issue. In that case, the
Comptroller General considered a building lease which contained a
clause obligating the Government to indemnify the lessor for losses,

liabilities, and litigation expenses. The Comptroller General said:
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With respect to the indemnity provisions contained
in...the lease, it may be stated for your future
guidance that obligations of such indefinite and
unlimited character consistently have been regarded by
the accounting officers as objectionable in the ahsence
of express statutory authority therefor. [Citations
omitted.] As admitted by your General Counsel, the
General Services Administration has no express
authority for undertakings such as contained in...the
present lease., In such circumstances and in view of the
[Anti-Deficiency Act and the Adequacy of Appropriations
Act], it must be held that the contracting officer
exceeded his authority in including such provisions in
the lease, and accordingly, may not be recognize 0as
imposing any legal obligation on the Government.

Thus, the GAO struck down an indemnity provision of a lease stating
that the contingency clause "may not be recognized as imposing any
legal obligation on the Government." The question remains, "What, if
anything, does it do?" The clause was, after all, ostensibly bargained
in good faith, The clause formed one of the assumptions upon which the
lease was priced. If that assumption was wrong, does the Government
have the obligation to renegotiate the price? Is the lease itself void
ab initio? May either party be excused from the lease on account of
this illegal provision? Or, because the law says that the Government

may not assume the risk, does the lease remain intact at the same

price, but with the risk of loss shifted from where the contract said
it was (with the Government) to somewhere else (with the lessor)?

Assuming the contingency occurs and causes a deficiency in the

e
—

appropriation, what would be the result? Given the fact that two

v

parties have come to agreement based on these certain terms, GAO does

not consider what may be the ramifications of the failure of one of
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In GAO's defense, however, it needs to be pointed out that this is
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one of the few cases involving the propriety of an indemnity clause in
which the Comptroller General was issuing his opinion after the fact.
In most other instances where GAO was asked a question about the
propriety of an indemnity provision, it was done in advance of making
the obligation. Nevertheless, this approach is evidence of a lack of
consideration on the part of GAO that what is at stake in these
opinions is the legal status of a bi-laterally negotiated and executed
contract,

5. Failure to Apply the Anti-Deficiency Act Even in Factually Similar

Situations.

Finally it needs to pointed out that not every situation which has
presented contingent liabilities for the Government has been decided in
the context of the Anti-Deficiency Act. The most curious of these is
found in 20 Comp. Gen., 632 (1941).

In that case, the Army had entered into a cost plus fixed fee
contract providing for reimbursement to the contracter for losses
sustained in connection with the 'ork. A loss was sustained and the
contractor submitted a voucher fc- .uymcnt, The disbursing officer
questioned the legality of payment, not on the basis of the
Anti-Deficiency Act, but on the strength of an earlier GAO opinion, 18
Comp. Gen. 285 (1938). That opinior stands for the proposition that
contract stipulations which may increase the cost of performance are
unauthorized unless reasonably requisite to the accomplishment of the

purposes of the appropriation involved, or unless specifically

authorized by statute, The disbursing officer sinply questioned whe ther

or not the liability was reasonably requisite to the acconplishuent of
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the appropriation involved. (There was also a question about the extent
of a disbursing officer's authority to settle claims.) In essence the
Comptroller General said that reference to 18 Comp, Gen, 285 was
inapposite; that payment was authorized because this was a cost type
contract; and that cost *ype contracting was specifically authorized by
the act of July 2, 1940 (Public No. 703, 76th Congress). The
Comptroller General said:

[T]he contract basically contemplates that the actual
cost of the whole work and the risk thereof are to be
assumed by the Government; that is, that the centractor
is to come out whele, regardless of contingencies, in
performing the work in accordance with the contract and
the directions and instructions of the contracting
officer, plus only a limited fixed fee,...[T]here is no
margin included in such fee to compensate the
contractor for the risks and contingencies of work of
such character and magnitude which ordinarily are
assumed by a contractor and covered by the contract
[fixed] price. The provision.,.that the Government will
reimburse the contractor for premiums on bonds and
insurance policies which the contracting officer ma
require for the protection of the Government or may
approve as reascnably necessary for the protection of
the contractor, indirectly imposes the cost of such
risks on the Government, and further demonstvates that
the Government and not the ~ontractor is ‘o bear the
risks involved in the performance of the contract. The
express inclusion in sueh provision of public liability
employer's liability, and fidelity insurance shows that
tae Government is thus indirectly to assume even the
risk of insurable losses resulting from the nesligence
or defalcations of the contractor's esrleyees, To make
certain that the contra “or does cope cut whole,
regardless of contingencies, the contract exprescly
provides.,.that the contractor shall be reim-
bursed.,.for "Losses and expenses, not compensated by
insurance or otherwise ¥ & # pgerually sustained by the
contractor in connecticn with vhe work,",...Tne
purpose, of course, is by thus assuming the risks and,
in effect, puaranteeing the cuentractor against loss, to
procure the work for the {nited States at actual cost,
nlus only such a comparastively snall fixed f2e for the
contractor's services, otc., as would be appreopriate
undur such conditions, Such provisions are thus of the

essence of “eont-plus-a-lixes-ree' contracts, the use
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of which is expressly sanctioned by the act of July 2,
1940, supra, and so are not contrary to the principles
of the gfcisiorﬂ 18 Compr. Gen. 285, (Emphasis
added.)

The issue was not addressed to the Comptroller General on the basis
of Anti-L>ficiency Act concerns nor did he of his own accord analyze
the situation as being one in which the Governmen* was liable ifor
indefinite and uncertain sums which may exceed the appropriation. He
says rather that the essence of cost contracting is that the Government
assumes all risks. If a certain risk becomes an actual liability, it is
just another cost on a cost contract; and cost contracting was
authorized by statute, Nothing indicates that the contract contained
any provision analogous to the preseni limitaticn of costs or funds
clauses.62 But, the presumption of the Comptrnller General that the
Government was to assume the risk of all contingencies in cost
contracting suggests that e ¢id not understand that assumption of risk
was to be limited in amount to so much money as had been obligated for
the performance of the work,

48 Comp. Gen., 361 (1968) is another case where GAO approved of the
Govarr. ant contractually assuming a contingent risk without reference
to the Anti-Deficiency Act. It should be remembered that these cases
predate B-201072, May 3, 1982, declaring the Insurance--liability to
Thir1 Persons clause 1iiegal., Lince the time of these earlier cases,
GAO's thinking may have come into sharper focus. lowever, in 62 Comp.
Gen, 361 GAOQ attempted to rationalize the above and other earlier cases

63

into a logical consistency with B-201072,7 This attempt leaves a

question as to the breadth of the application of the rule regarding
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contingent liabilities as reiterated in both B-201072 opinions.
Furthermore, if GAO's rationalizations are correct and the Comptroller
General has not refined his thinking with regard to the application of
the Anti-Deficiency Act to contingent liabilities, then the question is
left open whether or not t.ae Anti-Deficiency Act might be ignored in
any given situation, even today.
D.
WHAT THE ACT MEANS FOR CONTINGENT LIABILITIES
The previous section has emphasized for the reader certain features
of the Act which are important for the following discussion, But, in so
doing, it has also alerted him to the fact that individuals in the
organizations most concerned about the Act, including the one most
frequently making decisions concerning it, GAO, do not always seem to
appreciate the full extent of it. Thus, cnce again, the reader must
take this into acount in deciding what weight should be given to such
principles as can be gleaned from the decisions and opinions cited in
what follows, With that warning and caveat in mind the discussion
proceeds to consider what the Aati-Deficiency Act means for contingent
liabilities.
In fact, the rule has slready been stated in the introduction:

[N]o officer of the Government has a right to make a

contract on its behalf involving the payment of an

indefinite and uncer-ain sum that may exceed the

appropriation, and which is not capable of definite

ascertaeinment by the terms of the contract, but is

wholly dependent upon the happening of some contingency

the consequenge of which can not [sic] be defined by
the contract.,
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GAO rziterated that position time and time again over the years,
Its most notable recent reiteration was in B~201072, May 3, 1982, There
GAO said, "This Office has consistently held that, unless otherwise
authorized by law, [a]...provision in a contract which subjects the
United States to an indefinite and uncertain liability contravenes [the
Anti-Deficiency Act and the Adequacy of Appropriations Act, 41 U.S.C. §
11]1."

The courts have consistently agreed with GAO's statement of the

law, The most concise court statement on the matter is to be found in

California-Public Utilities Co., v, United States:65

The United States Supreme Court, the Court of Clainms,
and the Comptroller General have consistently held that
absent an express provision in an appropriation for
reimbursement adequate to make such payment, [the
Anti-Deficiency Act] proscribes indemnification on the
grounds that it would constitute the obligation of
funds not yet appropriated. Chase v. United States, 155
U.S. 489 (1894); Hooe v. United States, 218 U.S.
(1910); Sutton v, United States, 256 U.S. 575 (1921);
Leiter v. United States, 271 U.S. 204 (1926); Goodyear
Co. v, United States, 276 U,S. 287 (1928); Shipman v.
United States, 18 Ct. Cl., 138 (1883); City of Los
Angeles v, United States, 107 Ct, Cl. 315, 68 F, Supp.
974 (1988); 33 Comp. Gen. 90 (1953); 35 Comp. Gen.
(1955).

Although the issue in that case is addressed in the context of

indemnity, the reasoning of the case and those cited makes it

applicable to all obligations, indefinite and uncertain, dependent upon

AN A Ak aviides

¢ the happening of some contingency. GAO has recognized this, stating,

"The prohibition against incurring indefinite <ontingent liabili:ies is

not limited to indemnification agreements, It applies as well to other

types of contingent liabilities..."67 leason and logic dictate
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that this should be the case, The objections to indemnificaticn
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agreements (that they subject the Government to indefinite and
uncertain liability for which there may not be sufficient funds in the
supporting appropriation) are common to all contingent liabilities.

In summary, then, the objections to obligating the Government for
contingent liabilities posed by the Anti-Deficiency Act are that such
obligations are 1) indefinite and uncertain in amount, and 2) may
exceed the appropriation., The question then becomes, "If these
objections could be overcome, may the Government legally obligate
itself for contingent liabilities?" If so, what is the policy for so
doing?

In fact, the Government does contractually assume many contingent
obligations, and the GAO has developed certain rules for so doing.
Additionally, Congress has in several instances enacted statutory
authority for the Government to assume contingent obligations as an
exception to the Anti-Deficiency Act. The remainder of this paper is
given to considering the legal means by which the Government may as:ume
contingent obligations either in spite of the Anti-Deficiency Act or as
an exception to it, and to considering the factual situations in which
the Government has actually undertaken such obligations.,

The Anti-Deficiency Act hac provided the rationale to answer most
problems involving contingent liabilities. Most of the questions have
been raised in the context of the Anti~Deficiency Act and disposed of
in the same manner. But, from time to time GAO has recognized another
legal problem. For want of another name for it, it will be referred to
it as the problem of "statutory authority" to obligate the United

States for contingent liabilities, lere the focus shifts from the
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Anti-Deficiency Act to 41 U.S.C. § 11 (the "Adequacy of Appropriations
Act"), and 31 U.S.C, § 1301 (a).

Before going on to consider how the Government may obligate itself
for contingent liabilities in light .. the Anti-Deficiency Act, it is
necessary to consider how the Government's authority so to do, may be

affected by these other constraints,

.
o
"
.
.
.
.
.
)
\‘
.~
v
.

« YTy Py o e
«

5%ed
Pl




-36-
I11
THE PROBLEM OF "STATUTORY AUTHORITY"
IN CONTRACTUALLY ASSUMING CONTINGENT RISKS

The exigencies of the...agenzies and of their
contractors...demand legal certainty and not a dispute
between two Government agencies which may be difficult
to resolve,

~Martin F, Richman
Acting Assistant Attorney General

in MEMORANDUM Re:
Statutory authority of Deifense
agencies to indemnify their
contractors against uninsurable
risks. (1967)
A,
INTRODUCTION
This chapter considers the question of whether or not "express
statutory authority" is a legal prerequisite for the Government to
assume contingent risks., It deals with the relationship between
specific statutory authority for the Government to enter into
contingent obligations and the authority the Government may have to
enter into such arrangements as a "necessary expense' of a general

appropriation, Either 1) specific statutory authorization, or 2) the

determinatinn that the obligation is "reasonably requisite" to the

accomplishment of the purposes of the appropriation in theory would
provide the Government with the legal authority so to contract.
However, there is much confusion in this area, and no logic to GAO's
dealing with it over time.

Indemnity is the only area where opinions have been written. The

N e S A gl

often repeated rule is that "unless otherwise authorized by law," an

indemnity provision in a contract is proscribed by the Anti-Deficiency
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Act.1 Thus, on occasion, GAO has denied the agency the right to
indemnify because of lack of "express statutory authority" without
considering whether or not the indemnity provision might be '"reasonably
requisite" to the accomplishment of the mission for which the
appropriation was made (a "necessary expense"). On other occasions GAO
ignored the "express stetutory authority" requirement and permitted
indemnity provisions because of their obvious relationship to the
procurement and because Congress never expressly prohibited the
agencies from so contracting.

The author argues that the risks contemplated by indemnity
provisions (loss of or damage to contractor property and third party
claims) are always "reasonably requisite" to the accomplishment of the
purposes of the appropriation, This is so because any buyer might
assume that the cost of such risks (either in insurance premiums or
otherwise) is factored into the price of goods and services purchased.
Thus, these risks are always pricing factors which could hardly be
excluded from the cost of accomplishing the purposes of the
appropriation, Therefore, the author suggests that (if in good business
judgment it makes more sense to assume the risk directly than to pay to
insure against it), indemnity provisions should always be considered a
"necessary expense" of the accomplishment of the purposes of the
appropriation,

GAO recognizes that either theory will justify use of an indemnity
provision, It has said, "[Flor an indemnity agreement to be permissible
in the first place, it must be authorized either expressly or under a

necessary expense theory..." (kmphasis added.)2 However, while on
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certain occasions GAO has not allowed the use of indemnification
provisions because it found no express authorizaticn, it has never
provided any rationale for why or when such an agreement may not be a
"necessary expense."

By the end of this chapter it is the author's hope that the reader
will have discerned a tension between the requirements for either
express statutory authority or a "necessary expense." The author is of
the opinion that, although never articulated by GAO or otherwise, the
key to this tension is in the fact that even if the obligation could be
justified on a necessary expense theory, such theory does not provide
adequate funding for the assumption of the obligation as required by
the Anti-Deficiency Act.

B.
AUTHORITY OF AGENCIES TO CONTRACT: THE REQUIREMENT FOR EITHER
SPECIFIC STATUTORY AUTHORITY
OR
A "NECESSARY EXPENSE"

18 Comp. Gen. 285 (1938) stands for the proposition that contract
stipulations which may increase the cost of performance of a contract
(contingent liabilities) are unauthorized unless "reasonably requisite"
to the accomplishment of the purposes of the appropriation involved or
unless specifically authorized by statute.3 Thus, in order for the
obligation of the Government to be legal it must 1) be specifically
authorized by statute, or 2) be "reasonably requisite" to the
accomplishment of the purposes of the appropriation. Either the express

statutory authority or the relationship of the expense to the
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accomplishment of the purposes of Congress will provide the agency with
the legal authority so to contract. The express statutory authorization
would operate as the exception to the Anti-Deficiency Act's requirement
for an appropriation. (This exception was introduced in Chapter II4

and will be further discussed in Chapter IV.S) The "necessary

expense'" theory does not operate as an exception to the requiremeat for
an adequate appropriation,

The requirement for the expenditure to be "reasonably requisite to
the accomplishment of the purposes of the appropriation involved is but
one more iteration and application of the "necessary expense" rule,

31 U.S.C. § 1301(a) states:

Appropriations shall be applied only to the objects
for which the appropriations were made except as
otherwise provided by law.

This does not mean that Congress must express in minute detail
exactly how every dollar of an appropriation should be spent:

It is a well-settled rule of statutory construction
that where an appropriation is made for a particular
object, by implication it confers authority to incur
expenses which are necessary or proper or incident to
the proper execution of the object, unless there is
another appropriation which makes more specific
provision for such expenditures, or unless they are
prohibited by law, or unless it is manifestly evident
from various precedent appropriation acts that Congress
. has specifically legislated for certain expenses of the
L Government creating the implication that such

expenditures shoulg not be incurred except by its
express authority.
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This quote embodies the "necessary expense rule.' GAO has

summarized its application thusly:
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For an expenditure to be justified under the
necessary expense theory, the following tests must be
met:

(1) The expenditure must bear a logical relationship
to the appropriation sought to be charged. In other
words, it must make a direct contribution to carrying
out either a specific appropriation or an authorized
agency function for which more general appropriations
are available, This is the crucial test. The important
thing is not the significance of the proposed
expenditure itself or its value to the Government or to
some social purpose in abstract terms, but the extent
to which it will contribute to accomplishing the
purpose of the appropriation.

(2) The expenditure must not be prohibited by law.
(3) The expenditure must not be otherwise provided
for, that is, an item that falls within the scope of
some other appropriation.’
This rule does not require that the expense be "necessary" in
absolute terms:
[Tlhe rule does not require that a given expenditure be
"necessary" in the strict sense that the object of the
appropriation could not possibly be fulfilled without
it. Thus, the expenditure does not have to be the only
way to accomplish a given object, nor does it have8to
reflect GAO's pevception of the best way to do it,
This would seem to indicate that so long as the agency uses good

business judgment and does not abuse its discretion, its expenditure

would not be considered unauthorized.
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C.
CONTINGENT LIABILITIES AND THE "NECESSARY EXPENSE RULE"

With regard to contingent liabilities, the "necessary expense rule"
issue has presented itself exclusively in regard to the risk of loss of
or damage to contractor property and third party claims (indemnity).
Assuming there is no express statutory authority for the Government to
assume the risk of such contingency, the question becomes, '"May the
Government assume these risks nevertheless, i.e., are they 'mecessary
expenses" of the procurement in question?"

As this problem has only presented itself in regard to indemnity,
that area may be the only one where it has application., That is, no one
has ever questioned the relationship of other contingencies, such as
cost escalation, differing site conditions, and the like to the

accomplishment of the purposes of the appropriation. The reason is

probably that they are obviously pricing factors, Assuming the risk of

loss of or damage to contractor property and third party claims,
however, has been the subject of many agency questions. In fact,

F! usually on the basis of the Anti-Deficiency Act, the agencies have

assumed that they have not had authority to indemnify, and this was the

P‘ assumption of the Court of Claims in California Public Utilities.9

The Anti-Deficiency Act does not have to do with the propriety of
the obligation, but with the sufficiency of the appropriation to pay

for it, In questions of indemnity, both the G40 and the agencies have
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concentrated more on the availablity of funds (i.e., upon the
Anti-Deficiency Act) than upon the "necessity' of the expense.

The risk of loss of or damage to contractor property and third
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contract), but to assume the risk directly. The costs of these
contractor risks might always be said to be a "necessary expense" of
the procurement, This is true whether they are made a matter of
contractor risk (against which the contractor would most likely insure
or establish a "self-insurance program") or are assumed as a Government
risk, and thus eliminated from the cost of the contract., As far as the
"necessity" of the contractual consideration of the risk involved is
concerned, there is no logical difference between the situation where
the contractor assumes the risk or where the Government does. It is no
less necessery to consider the risk when it is assumed by the
Government than when it is assumed by the contractor. The only
difference, as far as the Government is concerned, is that when it
assumes the risk, it must ask the question, "Where are the funds to pay
for the contingency, should it occur?" Thus, the question is a question
of authority only to the extent that such authority is dependent upon
an appropriation of Congress for a given purpose, and adequate to fund
that purpose. The authority to contract is dependent not only upon an
authorization act, but upon an appropriation act as well:
At one time, Appropriation Acts were the only

statutory authority required in addition to the statute

which created the agency, Hovever, Congress has by

rule...and by statute...required that Appropriation

Acts be preceded by statutes authnrizing the agencies'

specific activities, Thus, general authority is

contained in legislation creating the agency, specific

programs are authorized by "Authorization Acts," and

funds for .uthorized pyograms furnished by
"Appropriation Acts."
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Until 62 Comp. Gen, 361 the issue of the adequacy of the
appropriatien to fund indemnification clauses was not addresed by the
GAO. There it does so only obliquely stating that probably the
appropriation is not adequate to accomplish the purposes for which it
was appropriated and to assume directly the risks associated with
contractor property and third party claims,

1. Cases Requiring "Express Statutory Authority."

In spite of all that, there have been instances where GAO has
directly chailenged the agency's autherity (as such, not merely the
agency's ability to pay) to enter into indemnification arrangements.
One such case was B-137976, December 4, 1958, There the National
Gallery of Art queried GAO if it could enter into an agreement to
indemnify a corporation which was providing air conditioning equipment
maintenance training to members of the Gallery's engineering staff. The
clause read:

We agree in consideration of the foregoing to
protect, hold you harmless and indemnify you, your
officers, agents and employees, against any and all
suits, claims, loss, damage or expense which may arise
by reason of injuries to or death of our employees
while in or about your Ampere Works for the above
purpose, whether said injuries or death be caused by
you. negligence, the negligence oflgour officers,
agents or employees, or otherwise,

GAO concluded that such an agreement would be improper, stating,
"The obligations sought to be created by the agreement are of a nature
so remote from training as to be beyond the purview of...that act
[authorizing the department head to enter into agreements with

, 1o . 16
non-Government facilities for training],"

GAO held that assuming the contractor's risk of third party claims
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was not "authorized" specifically by the statute. There doesn't appear
to be any consideration of the "necessary expense" rationale. In fact,
the rule as repeatedly stated with regard to contingent liabilities
does not include the concept of "necessary expense." It is, "[A]bsent

express statutory authority to the contrary the Government may not

enter into an agreement...where the amount of the Government's

liability is indefinite, indeterminate, or potentially unlimited,"
. 17

(Emphasis added.)

The fccus is on the emphasized words. There is a tension here
between the stated requirement for "express statutory authority" and
the above considered "necessary expense rule.” The requirement for
"express statutory authority" would seem to render the "necessary
expense rule" inapplicable.

In B-137976 GAO looked for express statutory authority, found none,
and concludzd that the "obligations sought to be created...[were] so
remote' from the purposes of the Act as not be authorized chereby.
Likewise, in 35 Comp. Gen. 85 (1955), the Comptroller General found
unauthorized an indemnity provision because of no express statutory
authority. In that case the Comptroller General dealt with a building
lease which contained a clause obligating the Government to indemnify
the lessor for losses, liabilities, and litigation expenses. The
Comptroller General said:

As admitted by your General Counsel, the General
Services Administration has no express authority for
undertakings such as contained in...the present lease.
In such circumstances and in view of the
[Anti-Deficiency Act and the Adequacy of Appropriations
Act], it must be held that the contracting officer

exceeded his authority in including such provisions in
the lease, and accordingly, may not be recognized as
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imposing any legal obligation on the Government.l

2. Cases Not Requiring "Express Statutory Authority."

In 42 Ceoup. Gen, 708 (1963), 43 Comp. Gen, 361 (1968), and in 54
Comp, Gen., 824 (1975), the Comptroller General allowed for the use of
indemnity provisions., In 42 Comp. Gen. 708 he did so without
considering either the "express statutory authority requirement"” or
employing the "necessary expense rule." In 54 Comp. Gen. 824 he seems
to be employing a necessary expense rule exclusively. Nowhere is the
problem of the necessity for express statutory authority more
highlighted than it is by contrasting 35 Comp. Gen. 8. and B-137976, on
the one hand, with 48 Comp. Gen, 361, on the other.

In the latter case the Comptroller General approved of an indemnity
provision involving the risk of loss of or damage to contractor
property. There the question was the authority of the Selective Service
System to pay claims pursuant to an indemnity clause incorporated by
reference into its contracts with charter companies hired to transport
selective service registrants by bus to their physical examinations.
G0 observed that:

P A

All motor carrier charter coach tariffs to which our
attention has been directed contain an indemnity
provision reading substantially as follows:

Each vehicle assigned for Charter Service will be in
gocd condition, including the condition of window glass
and seats., Any damage to the vehicle caused by the
"Charter Party" will be charged by the Carrier to the
"Charter Party,"

iaerefore,...the contract between the System and the
carriers does obligate the System for any damage to the
vehicle, ordinary wear and tear excepted [a contingent
liability], unless that contract is unauthorized.

The basic statute...is silent concerning the
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transportation of selectees. However, the appropriation
acts from the first have provided funds under language
reading substantially like this:

Salaries and Expenses: For expenses necessary for the
operation and maintenance of the Selective Service
System * * ¥,

From this provision the authority to contract for the
travel of selectees is derived. And we find no express
limitation on this authority....Under similar
circumstances the courts have held that the authority
to contract, in the absence of express limitation,
includes authority to agree to the customary
provisions....Therefore, in the absence of express
statutory limitation, and since the amount of the
potential liability is of necessity limited to the
value of the motor carrier's equipment and is not
indefinite or unlimited...,we conclude that the
Director of the System has authority to agree to an
indemnity provision like the one quoted above which
appears to be a standard provision in allgmotor carrier
charter coach tariffs. (Emphasis added.)

GAO went on to note that unpublished internal Government
regulations prohibiting the System from agreeing to any such
indemnification could not affect contracts containing the provision,
and that absent a re-negotiation of the entire "Selectee Passenger
Agreement," the Government may be liable for the damage in any case,
Finally, the Comptroller General concluded:

However, assuming the applicable tariff contains an
indemnity provision substantially as set out above and
that the charter certificate referred to above without
alteration in that regard was executed, it is our view
that claims from motor carriers for compensation for
damages to vehicles caused by registrants who have been
transported in Charter Coach Service for the system, in
any otherwise proper case, gge required to be allowed
and paid. (Ewphasis added,)”"
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3. The "Necessary Expense' Rule and the Anti-Deficiency Act.

Thus, in that case GAO allowed for the use of the indemnity
provision, and did so without considering the Anti-Deficiency Act. In
fact the Act is never mentioned as such in the opinion. We are never
sure what is the relationship of the Anti-Deficiency Act to these
situations. The Anti-Deficiency Act states that the Government may not
be obligated in excess of available appropriations or in advance of

appropriations unless authorized by law.

It must be emphasized that to constitute an exception
to [the Anti-Deficiency Act], the "contract authority"
[the "authorized by law" exception to the act] must be
specific authority to incur the obligation in excess or
advance of appropriations, not merely the general
authority any agency haszso enter into contracts to
carry out its functions.
This is GAO's understanding from cases at least as far back as
1955,““ This would indicate that the indemnity provisions in
question did not fall within the unl_ss otherwise "authorized by law"
exception of the act. The Anti-Deficiency Act would thus appear to
prohibit this indemnification provision because the only authority the
agency had was the general authnrity it had to contract to carry out
ite functions, However, GAO approved the indemnity provision because
the "general authority" of the System to pay necessary expenses did not
expressly prohibit indemnity. GAO does not consider what happens when a
legally recognized "customary provision" of charter service contracting
conflicts with an express statutory limitation on contracting in excess
of appropriations., Is express authority necessary to allow

indemnification (as in other cases) or (as this case would have it),

must express authority limit the agencies' ostensible discretion to
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indemnify at least against losses not unlimited in amount? In other
cases, GAO said that without express statutory authority allowing
indemnification, the practice was illegal. In 48 Comp. Gen. 361 and in
42 Comp. Gen, 708 they said that because the general authority to enter
into contracts did not prohibit it, and because it was a common
commercial practice, indemnification was legal.

Thus, once again it is not possible to state with certainty exactly
when or if the stated requirement for express statutory authority
applies or when some other logic might be brought to bear. From
54 Comp. Gen. 824 until 62 Comp. Gen, 361 there are no instances where
GAO found unauthorized an indemnity agreement because of a lack of
express statutory authority. Yet the rules as stated in 54 Comp. Gen,
23

824 were applied in various cases.

4, The "Express Statutory Authority' Requirement Revisited.

In 62 Comp. Gen., 361 GAO again brought up the issue of express
statutory authority. That opinion is the reconsideration of its earlier
opinion, B-201072, May 3, 1982, finding illegal the Insurance Liability
to Third Persons Clause. In the 1982 opinion GAO stated an indemnity
clause may be legal only if recovery pursuant to it is limited in
amount to appropriations available at the time the loss occurs. It
recommended limiting language which was made part of the clause in the
Federal Ac isition Regulation (FAR), effective April 1, 1984:

The Government's liability under...this clause is
subject to the availability of appropriations at the
time a contingency occurs, Nothing in this contract
shall be construed as implying that the Congress will,

at a later daﬁg, appropriate funds sufficient to meet
deficiencies,
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However, upon reconsideration, GAO apparently believes that its
limiting language does not solve the problem of a requirement for
express statutory authority. Its "tentative position" therein stated
espoused a requirement for express statutory authority. Here, the
distinctions between law and policy become lost in some very muddled
language. GAO's opinion is less than forthright as to whether its
"tentative position” requiring express statutory authority is one of
policy er of law,

In B-206626, July 27, 1982, evidently on its own initiative, GAO
wvrote the director of DAR Council and the Administrator of the Office
of Federal Procurement Policy (OFPP) about its decision prescribing the
solution of adding the above quoted limiting language to the
Insurance--Liability to Third Persons Clause. GAO stated its concern
about the policy generally of obligating the United States to indemnify
contractors:

Since the potential liability of the Government
created by open-ended, indefinite indemnification
clauses is so great, we belive [sic] that any such
authority should be viewed as an exception from the
basic legislative policy that no Government agency
should enter into financial commitments, even though
contingent in nature, without an appropriation to cover
them. Exceptions from this policy should be narrowly
construed, Expansion of existing exceptions, even where

there is legal support for doing so, should be
undertaken only with the greatest caution. (Emphasis

. added.)””

;

r GAO reiterated this position in slightly stronger terms regarding
E the law or policy issue nearly a year later in the published opinion,
E 62 Comp. Gen, 361, In the above opinion, GAO implied that "legal

3

support” could be found for indemnification provisions without express
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statutory authority. But, in 62 Comp. Cen, 361 GAO said:

It is our tentative position that even if contract
indemnification clauses are rewritten to meet the
minimum requirements of the Anti-Deficiency Act, there
should be a clear Government-wide policy restricting
their use, Since the potential liability of the
Government created by open-ended, indefinite
indemnification clauses is so great, we think that any
such authority should be viewed as an exception from
the basic legislative policy that no Government agency
should enter into financial commitments, even though
contingent in nature, without an appropriation to cover
them, Exceptions to this policy should not be made
without express Congressional acquiescence, as has been
done in the past whenever the Congress has decided that
it was in the best interests of the Governnent to
assume the risks of having to pay off on an indemnity
oblication, [citins several statutes.] In other words,
our tentative position is that open-ended,
indemnification clauses should only be permitted when
an anency has been given statutoryﬁauthorit¥£to enter
into such an arranpement, (Emphasis added.)”

In the space of a year, GAO vent from saying exceptions should be
arrovly construed--vhatever that may mecan--to saying they should only
be permitted when "statutory authority" has been given.

5. Problems of Law and Policy.,

Yotice how haltingly GAO came to the conclusion that specific

2,0 -

statutory authority is necessary to assume contingent contractual

~ oblinations, This unassured hesitaticn becones even more pronounced if
»! wve compare and contrast the above quoted opinion with an earlier

N

l..‘

. pronouncenant. In 1982 GAO said, "If an agency thinks that

- indemnification agreements in a particular context are sufficiently in
N

! the Covernment's interest, GAU'c preference is for the agency to go to
b .

.“. . . . ' ™ .

- Congress and seel: specific statutory authority,'" (Imnhasis
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b s addrd,) I'tat scemo clearly to leave the matter within the reals
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saying that "as a policy matter, legislation is necessary." It is as if
the policy could change and make legislation unnecessary. But, without
specific legislation, what is the authority for assuming unfunded
contingent obligations? The only known alternative to eXpress statutory
authority is the necessary expense theory. Lven if it were clear how
the express statutory authority and necessary expense interrelated, the
latter theory would still have the problem that any contingent
liability concededly a "necessary expense' must be supported by a
reservation of funds in an appropriation. This is required by the
Anti-Deficiency Act.

6. Problems of Inadequacy of Appropriations to Fund Continnent

Liahilities.

ithout express statutory authority, legal authorization, there
rmust be an appropriation adequate to support the liability, This is
required by the "Adequacy of Appropriations Act", 41 U.S.C. & 11, which
provides, "No contract or purchase on behalf of the United States shall
be made, unless the same [1] is authorized by law or [2]) is under an
appropriation adequate to its fulfillment..."

Uithout being "authorized by law'", the only way the adequacy of
appropriations can be assured is if funds are identified for the
maximum liability under the contract.28 However, to do so in the
case of contingent liabilities, the Government would be setting aside
appropriated dollars to cover a potential liability it hopes would
never become actual, and therefore, dollars it would never soend.
Conqress uvsually appropriates noacy to spead on aiven purpeses, not to

act as an insurance pool. On those rfow sccasions when Con-ress was milde
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awarce of the agencies' setting aside of funds for contingent
liabilities, it has chosen not to fund the reserve.29 The agencies
also have an aversion to tying up money that could only be spent on a

. 3 eas 0 . . s
contingent 113b111ty.3 But, unless money is set aside within an
appropriation for the entire maximum liability, it can never be said
with legal certainty that the appropriation will be adequate to bear
the liability in the event it should become actual. Insofar as any
given appropriation mav not have budgeted for or been funded with money
the agency hopes never to have to spend, it may be argued that if such
appropriation supports an indennity provision, not only the
Anti-Deficiency Act, but 41 U,S.C. & 11 has been violated as weli. That
is, by implication, if Congress has appropriated one hundred percent of
an appropriation for certain purposes, none of which includes dollars
for potential indemnification liability, then it has provided neither
contract authority nor an appropriation adequate for that purpose.

All of this is implicit in GAO's discussion of the issue in 62
Comp. Gen, 301, Once again referring to the Army contract which, using
the CAO limitation of liability form, provided for indemnification to
lew Yorlk State militiamen for injuries incurred while providing guard
services at the Vinter Olympic Games, GAO stated:

If, on the other hand, the accident tool place in the
beginning of the fiscal year and (let us assume) a
large nunber of militiamen were injured sinultaneously,
the payment of the indemnity obligation might well wine
out the entire unobligated balance of .:e aypropriation
for the rest of the fiscal year, This would certainly
frustrate the intent of the Coneress, which was to
support a wvinter Olvmpics prorran, Yhether it would be
feasible to rescue the program wvith sunplencntal
appropriations is problematical, in viev orf tizht

budgetary restrictions, At best, the pressures brouoht
to bear on the Connress are preciselr the "cucrcive
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deficiency" pressures whigh...the Antideficiency Act
was enacted to eliminate,

In other words, is it legal for the intent of Congress (to buy
certain goods and services from a given appropriation and not to have
to fund "coercive deficiencies") to be made contractually dependent
upon the whim of the chance of a contingency happening? On the other
hand, is it possible to contract, using the best business judgment
available, without deciding how best to deal with certain legitimate
contingent risks? Therein lies the tension between a risk which
potentially may be a reasonably requisite necessary expense, on the one
hand, and a lack of dollars on the other.

7. The Implication of Express Statutory Authority in Certain Areas.

This problem may also be looked at another way by reference to the
fact that Congress has provided legislation authorizing certain
indemnity provisions. This may be some evidence that Congress doesn't
envision the Government becoming obligated without its specific
authorization, Otherwise, there would have been no need for the
legislation. The implication of having "express statutory authority" in
some areas is that it may be required in others.

This was the position taken by the Department of Justice in 1967,

}” An Acting Assistant Attorney General observed the Comptroller General's

rulings that indemnity agreements violated the Anti-Deficiency Act and

[ then stated:

[I]t appears that Public Law 85-804 has the effect of
enabling the President to exempt indemnity agreements
of defense agencies from the operation of the
Anti-Deficiency statutes; in other words, it restores
to the contracting officers of the United States a
power which they would have but for the enactment of
those statutes, (Emphasis added,) -
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That is, the Anti-Deficiency Act created a requirement for express
statutory authority.
That same memorandum realizes the propriety of contractually
dealing with these risks. In other words, it is of the opinion that

obligating the Government to assume such risks would not violate any

"necessary expense rule':

Contractors are, of course reluctant to engage in work
for the Government unless they are protected against
the risks of the operation, especially if it is highly
hazardous; moreover, insurance premiums are a cost
element which is ultimately borne by the Government. In
many instances, it is therefore impossible to induce

United States agrees to hold them harmless from damage
and liability., Similar considerations apply where
insurance is available but only at high rates. Here it
may be advantageous to the Government to agree to
indemnify the contractors and to assume the risk in the
form of self-insurance.,

The question tiherefore arises whether it is within
the power of the defense agencies to enter into such
indemnity agreements....

Apparently there is no statute which in terms
prohibits the conclusion of indemnity agreements by or
on behalf of the United States, The agreements here
contemplated, however, potentially subject the United
States to indefinite and virtually unlimited
liabilities which may exceed the funds appropriated for
the contracts to which the indemnity clauses are
itt?cggd [in violation of the Anti-Deficiency

ct].
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C.
CONCLUSIONS

The problem, then, may not be one simply of a lack of express
statutory authority or want of good business judgment in deciding to
assume any given risk, But rather, the problem may be that no dollars
have been budgeted or appropriated for liabilities nobody hopes (or
even expects) will be ircurred.

The implication of stating that "Without express statutory
authority or an appropriation adequate therefor, the Government may not
obligate itself for contingent risks" is that then such risks must
always be borne directly or initially by the contractor. The Government
could expect contractors' prices always to i lude the cost of insuring
against the risk or an amount hedging against the occurrence of the
contingercy. If the risk were extremely great, perhaps contractors
would not take the job at any price.

As stated above, Government policy recognizes and approves of
paying the cost of insuring against given risks. The problem occurs
when, for whatever reason, the Government concludes it would be in its
best interest to assume the risk directy rather than paying the cost of
insurance or otherwise paying a premium for having the contractor
assume the risk., And, that problem is one of dollars, available
appropriations. Whenever the GAO or the agencies have recognized a
"dollar" problem, they have usually concluded that, without express
statutory authority, there was no authority to enter into the
agreement.34 What has added confusion to the issue is that GAO has

come down on both sides of the authority issue, sometimes saving it was
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required and sometimes saying it wasn't, without considering the

funding problem,

In any event, to date the FAR has not gone along with GAO's
proposal (whether motivated by law or policy) to restrict the use of
indemnity provisions to those areas where Congress has provided express
statutory authorization. The FAR requires the use of the
Insurance--Liability to Third Fersons Clause, 52,228-7 in cost
contracting.35

The issue has stirred considerable debate36 and given impetus
to several statutory proposals for indemnity.37 Thus, the matter
remains largely unsettled.

To date, this issue has been dealt with sclely in regard to
indemn'ty. However, the problem is not theoretically limited to
indemnity. The logic of it should apply for any contingent liability
for which funds have not been identified in an appropriation and
reserved. But, the Comptroller General presently requires that without
"express statutory authority" or a reservation of funds to pay for the
contingency, the Government's liability must be a limited.38
Therefore, any contingent obligation, even one limited in amount, could
have a problem with the legal authority for it to the extent that. there
may be no funds appropriatied (and reserved) on its account. This, once
again, is because the authority of the Government to contract is
dependent not only upon statutory authorization, but also upon an

adequate appropriation for the contractual undertaking,
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IV
HOW THE GOVERNMENT MAY ASSUME CONTINGENT OBLIGATIONS
WITHOUT VIOLATING THE ANTI-DEFICIENCY ACT
The Lawyer's truth is not Truth, but consistency or a
consistent expediency.
~Thoreau

The objections of the Anti-Deficiency Act to the Government's
assumption of contingent liabilities are that such assumption of
liabilities subjects the Government tc liabilities which are indefinite
and uncertain for which there may not be adequate funds to pay in the
event of the occurrence of the contingency.1 In the past, GAO has
not objected to obligating the Government for contingent liabilities
wvhere these objections could be overcome. This could be done by 1)
limiting the Government's liability in amount to "available
appropriations," 2) establishing a contingency reserve to fund the
liability, or 3) a combination of the two. Use of these mechanisnms
presumes that the Government had the authority so to obligate the
Government pursuant to the "necessary expense rule" discussed in
Chapter III. There is another means by which the Government may legally
obligate itself for contingent liabilities. It is the exception built
into the Anti-Deficiency Act itself, The Act provides that no
obligation or expenditure may be made in excess of or in advance of

appropriations "unless authorized by law."2 It is not necessary to

consider the '"necessary expense rule" with regard to such obligations
because the relevant statute itself provides the "express statutory
authority" whereby such oblipations may be assumed, Finally, GAO has

allowed the Governmment to obligate itself for a contingent liability in
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a very limited circumstance which might be called the "necessity
exception,' This chapter discusses each of these legal means by which
the Government may assume contingent risks,
A,
LIMITATION OF LIABILITY CLAUSE

1, The Theorv of a Limitat’on of Liability Clause.

Aside from 20 Comp. Gen. 632, 21 Comp. Gen., 14% (1941), and 22
Comp., Gen. 892 (the eariy cases discussing the relationship between
cost contracting and the assumption of risk of loss of or damage to
contractor property and third party liability),3 and the "necessity
exception' discussed below,é the Comptroller General has never
approved of the Government assuaning a contingent liability which was
unlimited in amount. However, in a number of situations he approved of
assuming such risks where the maximum amount of the Government's
liability could be determined. For example in 42 Comp. Gen. 708 and in
48 Comp, Gen. 361, he approved of the Government's assumption of the
risk of loss of or damage to contractor property. The theory was that
the risk was not unlimited, but could be discerned in its waximum
amount. by reference to the total value of the property in question,
However, in 54 Comp. Gen. 824 GAO put restraints on the circumstances
under which the Gcvernment could assume such risks,

In that case the Navy had asked about the propriety of agreeing to
indemnify a <ontractor for loss of or damage to the contractor's
property in lieu of paying for insurance as a cost of the contract. The
overwhelming majority of the rontractor's work was for the Government,

Uriginally che issue was not indemnity, as ruch, or the reauirement for
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either limiting Government liability or establishing a contingency
reserve. Rather, the question had to do with the propriety of assuming
the risk of loss of contractor property where the contractor performed
both Government and commercial work, Normally a contractor is requireu
to segregate its costs so the Government only pays those costs
allocable to its work. But, in this case, it was impossible to
segregate the commercial work because of the extremely high Government
to commercial work ratio.

While GAO approved of the principle of indemnification in that
situation, provided it was determined that such an arrangement was in
the best interests of the Government, it put a practical limitation on
the indemnity option by refining its earlier positions thusly:

As you no doubt are aware, we have in a number of
cases disapproved of agreements to indemnify usually on
the basis of [the Anti-Deficiency Act and the Adequacy
of Appropriations Act], for the reason that the
agreements would subject the United States to a
contingent liability in an indeterminate amount which
could exceed the appropriation., See 7 Comp. Gen. 507
(1928) and 16 id. 803 (1937), While in the situations
referred to in the Department's letter the maximum
indemnity liability is apparently determinable (the
fair market value of the contractor's property), it is
of course conceivable that the indemni y payments could
be of such magnitude as to exceed available
appropriations, In such case there would be need for
deficiency appropriations to fully cover property
losses because of the prohibition against entering into
obligations in excess of the funds available. See [the
Anti-Deficiency Act]. Accordingly, any contracts
providing for assumption of risk by the Government for
contractor-owned property must clearly provide that:
(1) in the event that the Government has to pay for
losses, such payrments will not entail expenditures
which exceed appropriations available at the time of
the losses; and (2) nothing in the contract mav be
considered as implving that tue Congress will, at a
later date, apprupriate funds sufficient to meet
deficiencies., Absent inclusion of provisions along
these lines, the Jepartment will have to obtain
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legislative exemption from the application of the
statutory prohibitions against obligations exceeding
appropriations....To the extent our answer to question
three [regarding whether or not a contingency reserve
was required] in 42 Comp., Gen. 708 (1963) is contrary
to what is.set forth in this paragraph, it is
overruled.

The limitation of liability provision does not address the
Anti-Deficiency Act problem of the indefinite and uncertain obligation,
as such, However, whatever the liability might be, or become, it could
never exceed available appropriations, because of the limitation

clause., This is what "prevents" the violation.

2. The Relntionship of Limitation of Liability to Administrative

Reservation of Funds,

One has to assume that the courses of action of limiting liability
or administratively reserving funds are presented as alternatives. That
is, the Government buying activity must either establish a continger.cy
reserve (commitment) equal in amount to its maximum Jiability (and
contractually limit its liability to that liquidated amount) or let the
ccatractor assume the risk of availability of appropriations by
insertion of the proviso limiting liability generally to available
appropriations, If a reserve is set up and it is contractually agreed
that the reserved amount is the limit of Government liability, then
there would be no need for a general limitation. On the other hand, if
no reserve is set up, then the contractor must assume the risk of the
adequacy of the appropriation to meet all its contractual commitnents.,

While it is not clear from 54 Comp., Gen., 824 that GAU meant thesc
actions to be alternatives, its later opinion, 00 Conp., Gen. 534

(1981), makes it clear that such is the case:
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Since risk of loss provision in "installment purchase
plan" and incorporated into contract imposes on agency
risk of loss for contractor-owned equipment, agency
should have either obligated money to cover possible
liability under risk of loss provision or specified in
contract that such losses may not exceed appropriation
at time of losses and nothing in contract is to be
considered as imply*rg Congress will appropriate
sufficignt funds to meet deficiencies. (Emphasis
addEd) .

3, Requirements of a Limitation of Liability Clause.

In considering the legality of the standard indemnity clause,
Insurance~-Liability to Third Persons as it was then constituted, GAO
mandated the use of a limitation of 1liability provision in the clause.
In B-201072, May 3, 1982, GAO responded to a question which was
presented to it by the Department of Health and Human Services. Health
and Human Services questioned wiiether or not the clause was legal. In a
short two page opinion GAO reiterated the legal objections to
indeterminate contingent liabilities and restated the requirements of a
limitation of liability clause:

This Office has consistently held that, unless
otherwise authorized by law, an indemnity provision in
a contract which subjects the United States to an
indefinite and uncertain liability contravenes [the
Anti-Deficiency Act and the Adequacy of Appropriations
Act]....The [Insurance--Liability to Third Persons
Clause] falls squarely within those contractual
obligations which are prohibited under the acts. It
seeks to commit Government funds for the payment of
liabilities which are undetermined at the time of
contracting and whose cost may exceed available

-

E' appropriations. We know of no statutory authority which
X would except the clause from [the Acts].

> Thus, the present,..clause should not be used., We

:{' have suggested revised language in our prior decisions,
> however, which would make an indemnification clause

acceptable.,,.The clause should "imit the extent of the
Government's liability to appropriations available at
the time a contingency arises and should explicitly
provide that nothing may be construed as implying that
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the Congress will, at a iater da?e, appropriate funds
sufficient to meet deficiencies,

Thus, the requirements on a limitation of liability clause are that

it must 1) limit liability to available appropriations at the time a

contingency arises, and 2) specifically state that in the event of a

deficiency, nothing should be construed as implying that Congress will
fund the deficiency. The contractor must totally assume the risk of the
availability of funds to pay the obligation, should it arise,

4, Problems Raised by GAO Limitation of Liability Concept.

a. Is it an ohligation "in advance of" appropriations?

This solution presents several problems. First of all, there is the
question of exactly what has been obligated at the time of contract
execution, If there has been an obligation of such funds as might be
available at the time a contingency arises, has there been an
obligation in advance of future year's appropriations or apportionments
of current year appropriations? The Government is obligated to obligate
whatever it has available at the time the contingency occurs, It is
GAO's position that there is no obligation in advance of appropriations
because no obligation comes into being until the contingency
occurs.8 However, an obligation to make an obligation is an
obligation, It would seem that the clause obligates the Government to
an indeterminate amount (up to the unobligated balance of the relevant
account) in advance of the availability of the appropriation (should
the loss occur in a subsequent year) or any apportionment of the
current appropriation. Arguably, this is a violation of the Act,

Even if the limiting language saves .he contingent liability from a
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technical violation of the Anti-Deficiency Act, it would seem that
tying up future available appropriations violates the spirit of the
Act. This same principle was criticized by GAO in its discussion of the
indemnity provision used by the Army in the Winter Olympic Games
case.9 The appropriation, even at the time the contingency occurs,
could become exhausted, thereby leaving the agency without funds to
continue to operate for the remainder of the year, and thus forcing a
deficiency appropriation,

b. What is meant by "available appropriations'?

There is also the question of what constitutes "available
appropriations"? Is it the entire appropriation for the entire program
or fiscal year in question, or is it only so much thereof as has been
apportioned? The problem involved here has been discussed in Chapter
II1.C.2. The Act makes the apportionment the relevant, account to
determine Anti-Deficiency Act violations. But, GAO and OSD Assistant
General Counsel apparently understand differently.

c. Limitation of liability without reservation of funds may be a

"naked promise."

Finally, there is the practical problem that limitatien of

liability to an amount solely dependent upon whatever amount happens to
be in the appropriation at the time a loss occurs "may offer only

illusory benefits to the contractor."10 In 62 Comp. Gen. 361 (1983)

GAO refers to a letter from the Public lontracts lLaw Section of the

American Bar Association criticizing the limitation of liability
approach as being only a '"naked promise."ll GAO agreed with the

criticism.12 Thus, even if the limitation of liability clause does
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avoid a technical violation of the law, neither the Government nor the
contractor can take comfort in the practical effect of it. On the one
hand, if there is money in the appropriation at the time a loss occurs,
the agency may find itself without funds to fulfill the remainder of
its mission, Furthermore, Congress would be placed in the position of
having to decide whether to fund a deficiency, or to let the mission go
undone, On the other hand, if there is nro money in the appropriation,
the contractor would have to bear the loss.

B.

ADMINISTRATIVE RESERVATION OF FUNDS

1. The Theory of an Administrative Reservation of Funds.

54 Comp. Gen, 824 also stands for the proposition that creating an
administrative reservation of funds to liquidate a contingent liability
in the event of its occurrence would meet the requirements of the
Anti-Deficiency Act.13 The use of an administrative reservation of
funds has only been approved in cases where the maximum amount of
Government liability could be determined.la The theory is that by
having funds reserved to discharge a contingent liability obligation,
the agency will not exceed available appropriations. Thus, there would
be no violation of the Anti-Deficiency Act. One obvious problem with
this theory is that unless the maximum amount of Government liability
is agreed to in the contract as a liquidated amount, the Government
would be assuming the risk that its estimate of the liability is

correct, If it is wrong, an Anti-Delficiency Act violation may result,
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2. The Lesal Requirement and Accounting Practices.

It should be noted that by establishing the requirement for an
administrative reservation of funds, GAO departed from its earlier
ruling in 42 Comp. Gen. 708, There, the GAO approved of an indemnity
arrangement in a rental agreement between the Federal Aviation
Administration (FAA) and a lessor of aircraft, In response to a
question about such a reserve GAO stated that the FAA did not need to
establish a contingency reserve fund equal to the value of the aircraft

because:

Where a clause of this nature is included in a
contract, there is always the possihility of payment
thereunder being required. This bare possibility alone
is not sufficient to require recognition thereof by
establishment of a reserve, unless and until some
circumstance arises from which it islgpparent that a
demand under the clause may be made.

Such is the rule of business and of accounting., Essentially, the
balance sheet doesn't show a contingency as a liability unless and
until in good business judgment it shifts from being a mere possibility
to more of a probability. Concerning this rule, CAO has stated, "Fronm
the accounting persnective, an important concern is whether the
contingent liability should be reflected in financial statements. In
this context, the question is whether a given situation is sufficiently
probable to justify recoznition or is little more than a mere
possibility."16

The GAU Pclicy and Procedures Manual for Guidance of Federal

Avencies provides in this regard:
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An estimated loss from contingency shall be accrued
as an expense if both of the following conditions are
met:
1. Information available prior to issuance of the
financial statements indicates that it is probable
that...a liability has been incurred...
2, The aTgunt of loss can be reasonably
estimated.
On the other hand, if there is only the mere possibility of a liability
being incurred, good accounting oractice does not reflect a liability
18
on the balance sheet.

However, applied to the Anti-Deficiency Act, this accounting
practice doesn't answer the question, "What if the contingency occurs
and there is not enough in the appropriation to pay for the loss?" GAO
may have agreed with the appropriate accounting action of not setting
up a "mere possibility" as a liability. But, in legal terms, its rule
that "contingent liabilities are illegal" is based on the fact that
there may not be enough money in the relevant appropriation to pay the
cost of the liability. In the case of the FAA aircraft lease, even
though the maximum liability was measurable, without a contingency
reserve there was no guarantee that the appropriation would contain
even that measured amount in the event the contingency should occur,
Thus FAA's attempt to distinguish its situation, involving a fixed
amount maximum liability, from one in which the maximum liability was
indeterminate, did not really get to the heart of the matter,

It is possible that without a reservation of funds sufficient to

cover the maximum extent of the Government's liability, that there

could be a deficiency 1in the appropriation, thereby causing an
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Anti-Defi:iency Act violation. Also, without a reservation sufficient
to cover the maximum potential liability of the Government, there is no
way to know with certainty whether or not there would be enough money
in the appropriation to pay all possible liabilities. These are the
very objections to obligating the Government for indeterminate
contingent liabilities, There could be situations in which the
appropriation could be deficient whether the potential liability was
fixed or not. This would result in an Anti-Deficiency Act violation.
Thus, for legal purposes of the Anti-Deficiency Act, 54 Comp. Gen. 824
"overruled" 42 Comp. Gen. 708 in that regard.19

2. The Legal Requirement and "Good Business Sense."

The administrative reservation of funds would seem to answer the
objection to the limitation of liability approach that it may be a
"naked promise." If the funds were reserved, the contractor could not
complain that his benefits were or could be illusory., In fact, the
Public Contracts Law Section suggested that faced with the limitation
of liability provision, contractors may seek assurances that funds have
been reserved:

A practical effect of the May 3, 1982 decision can be
that contractors will insist the contracting agencies
obtain and obligate appropriated funds to cover their
commitment to reimburse contractor costs for third
party claims...

The result can be . hat agencies will find it
necessary to substantially increase their annual
appropriation requests and maintain laﬁée reserves to
cover contingencies that never happen,

In fact on at least threc occasions, not involving indemnity,

where, prompted by the Anti-Deficiency Act, the executive department

created administrative reservations of funds for such continseniecs,
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Congressional committees instructed the agencies not to fund such
reserves, and Congress itself declined to fund the reserves in the
relevant appropriation bill.21 It just doesn't make scnse to
appropriate and set aside money the Government hopes never to have to
spend.

4, The Legal Requirement and "Pooling."

Finally, the administrative reservation of funds presents the
question of whether or not, in setting up such funds, the Government
may "pool" its obligations. Pooling is the practice of grouping several
potential liabilities together within a single account that would be
looked to for payment in the event any of the liabilities should become
duc and owing. llere again, there may be a conflict between good
business and accounting practice and the requirements of the

Anti-Deficiency Act. In 34 Comp. Gen. 418 (1955), the Comptroller

General commented upon proposcd accounting regulations providing the
prerequisities to the recording and reporting of certain obligations.
Regarding certain contingent liabilities GAU said:

Subsection (b) provides that under fixed-price
contracts wilith escalatien, price redetermination, or
incentive provisions, obligations shall be recorded for
the amount of the fixed-price stated in the contract,
or the target or billing price in the case of a
contract with an incentive clause, and that the amount
so recorded shall be increased or decrcased to reflect
price revisions at the time that such revisions are
made or determined pursuant to provisions of the
contract....While we have no objection to the recording
of obligations upon that basis, such practice might
well result in a violation of [the Anti-Deficiency
Act], unless appropriate safcguards are provided either
in this proposed Directive or in the adninistrative
reculations issued under the latter act with the
concurrence of the Director of the Burcau of the
Budoet, Such scicpuards nornally would consist of
administrative reservations of sufficient funds to
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cover at least the excess of the estipgted increases
over the decreases. (Emphasis added,)””

This would indicate that the agency could "pool" its expected
increases and its expected decreases, and administratively reserve only
the diff=rence between the two, This, again, is the rule of business and
accounting, It is based upon estimate., probabilities.,

However, the subsequent case of 54 Comp. Gen, 824 indicates that it
is not the probability of a deficiency, but the possibility of one which
is the violation of the Act.23 The requirement for an administrative
reservation of funds whenever there is the possibility of a deficiency
indicates that there must be an administrative reservation of funds equal
to the maximum possible Government liability, not just to the estimated
increases minus decreases.

The regulations, however, continue to follow the rule of 34 Comp.
Gen, 418, For example, the Department of Defense Accounting Manual, DOD
7220,9-!! provides:

Anounts to cover...contingent liabilities should be
carried as outstanding commitments [i.e.,
"administrative reservations of funds"] pending
determination of actual obligations. llowever, the

anounts of such contingent liabilities need not be
recorded at the maximum or ceiling prices under the

- contracts, Rather, amounts conservatively estimated to
" be sufficient to cover the additional obligations which
- will probably materialize, based upon judgment and

experience should be committed [i.e., "reserved"]. In
deternining the amount to be committed allowances may
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contingent liabilities may be grouped together under one financial
authority as a single commitment item, or subsidiary account, rather than
under each individual outstanding contract."25 The regulation,
therefore, allows for the possipility of an Anti-Deficiency Act
violation. 54 Comp. Gen. 824 proscribes the situation in which the
funding status of a contract allows for the possibility of a deficiency.
Therefore, it would seem that regulations allowing for such a possibility
fail to meet the requirements of the law, Once again this seems to
evidence a conflict between good business and accounting practice and thc
requirements of the Anti-Deficiency Act. It also demonstrates one
instance in which a contracting officer following all the regulations
could still violate the prohibition against making an obligation in
excess of appropriations, and possibly create an actual deficiency in the
appropriation account,

The predecessor to DoD 7220,9-M, DoD 7220.9-H, Accounting Guidance
Handbook, February 1, 1978, aclknowledged this:

Overoblipgations and Overexpenditures Resulting from
Inaccurate Estimates of Obligations and Inadequate
Reservations of Funds to Cover Contingent Liabilities.
The law prohibits obligations of appropriations and
other funds in excess of the actual legal liability of
the Government a2t any given time. In the case of some
indefinite price contracts and similar obligations, it
is difficult to determine the precise amount cf the
Government's liability at the time contracts are made,
and it is considerably more difficult to determine the
Government's ultimate legal liability under such
contracts. In these cases the allottee is responsible
for reserving funds to cover the Government's potential
or contingent liability under the contract in excess of
that amount which may be recorded as a valid
obligation...to ensure that sufficient funds are
available to cover net increases in obligations if such
contingent liabilities become legal liubilities of the
Government, While it is recocnized that these cases
present moiy difficulties from a control standpoint,
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the allottee, nevertheless, is responsible for ensuring
that only valid obligations are recorded against his
allotment and that sufficient funds are available in
his allotment to cover all increases in such
obligations. If the allotment becomes overobligated or
overexpended because of inaccurate estimates of
obligations or failure to reserve sufficient funds to
cover contingencies, a violation 05 [the
Anti-Deficiency Act] has occurred.

From this it would appear that the responsible individual is forced
to play a game of chance with a criminal statute. If he estimates
correctly, no violation occurs, If he does not, a violation has occurred.
If he reserves too much, that money may nnt be put to good use,

C.

EXPRESS STATUTORY AUTHORITY

1, Indemnity Statutes.

a. The Indemnity Statutes Concerned.

In the context of contingent liabilities, express statutory
authority is specific authority enacted by Congress for the Government
to enter into given contingent liability obligations. There are

currently five areas in which this has been done involv.ng indemnity.

They are: 1) 10 U,S.C. § 2354, allowing indemnity provisions in DOD
research anl development contracts (42 U.S.C. § 241(a)(7) extends this
F} authority to the Serretary of Health and Human Services for research
E; contracts of that agency); 2) 38 U.S.C. § 4101(c)(3)(A), allowing
;é indemnity provisions in Veteran's Administration medical research
gf contracts; 3) 42 U,S.C, § 2210, allowing indemnity provisions in the
g licensing of nuclear reactors by the Atomic Energy Cormission;
" 4) 42 U,S.C, & 2458b(b), which allows indemnification against third

party claims for the user of a NASA space vehicle; and, *) 30 U,S.C,

ARAPARAARATAS
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3 1431, commmonly referred to by its public law designation,

P.L. 85-804, which gives the President broad authority to enter into or
modify contracts of agencies exercising national defense functions
"without regard to other provisiois of law relating to the making,
performance, amendment, or modification of contracts whenever he deems
that such actinn would facilitate the national defense."é7

b. Express Statutory Authority and Funding,

As each statute is considered individually, it is necessary once
again to remember tha+ what is important is not only the authority to
enter into such an obligation, but also the source of funding for each
obligation entered into pursuant to that authority. There must be
either an appropriation of funds to pay for the obligation, or
"contract authority." Contract authority has been defined earlier in
this paper by its definiticn as ziven in O.L Circular A-3% as
"statutory authority under which ccntracts or other obligations may be
entered into prior to an appropriation (liquidating cash) for the
128

payment of such obligations,

c. The Individual Statutes and Their Respective Sources of Fundina.

lach of these statutes will state in its own teiz : the risls
which the Covernment may assume pursuant to it, and 2) the source of
funding fur paymen+- of any obligations arising on account of the risis
asrumed. This .. done to highiight the comparisons and contrasts in tie
way thesc matters are handled in the various statutes.

(1). 10 U,S.C. & 2354:

(a)| v]ny coatract of a military departrent for research
or development, oi both, may provide that the lnited

states will indeunify the contra tor acainst either or
bota of the following, but only to the extent that they
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arise out of the direct performance of the contract and
to the extent not compensated by insurance or
otherwise:

(1) Claims...by third persons, including employees
of the contractor, for deathi, bedily injury, or loss
of or damage to property, from a risk that thne
contract defines as unusually hazardous.

(2) Loss of damage to property of the contractor

from a risk that the contract defines as unusually
hazardous,

(d)...payments...may be made from-—-

(1) funds obligated for the performance of the
contract concerned;

(2) funds available for rescarch or development, or
both, and not otherwise obligated; or

(3) funds appropriated for thosz payments.

(2). 38 U.S.C. § 4101(c)(3):

(A) With the approval of the Administrator, any
contrant or research authorized by this section, the
performance of which involves a risk of an unusually
hazardous nature, may provide that the United States
will indemnify the contractor against either or both of
the following but only to the extent that they arise
out of the direct performance of the contract and to
the extent not covered by [insurance, including any
self-insurance plan].

(i) Liability...to third persons.,..from a risk that

the contract defines as unusually hazardous,

(ii) Loss of or damage to property of the contractor

from a risk that the contract defines as unusually
hazardous.

(D)...payments...nay be made from--
(i) funds obligated for the performance of the
contract concerned;
(ii) funds available for research or development or
bott, and rot otherwise obligated; or
(iii) funds appropriated for thosec paynents,
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(3). 42 U.S.C. § 2210:

(c) The Commission shall, with respect to licenses
issued between August 30, 1954, and August 1, 1977, for
which it requires financial protection, agree to
indemnify aad hold harmless the licensee and other
persons indemnified, as their interest may appear, from
public liability arising from nuclear incidents which
is in excess of the level of financial protection
required of the licensee.

(j) In administering the provisions of this section,
the Commission may make contracts in advance of
appropriations and incur obligations without regard to
[the Anti-Deficiency Act].

(4). 42 U,S.C. § 2458b:

(b) Indemnification

Under such regulations in conformity with this
section as the [NASA)] Administrator shall prescribe
taking into account the availability, cost and terms of
liability insurance, any agreement between [NASA] and a
user of a space vehicle may provide that the United
States will indemnify the user against claims,..by
third parties for death, bodily injury, or loss of or
damage to property resulting from activities carried on
in connection with the launch, operations or recovery
of the space vehicle, but only to the extent that such
claims are not compensated by liability insurance of
the user: Provided, That such indemnification may be
limited to claims resulting from other than the actual
negligence or willful misconduct of the user.

(e) Payments

[P]ayments..,.may be made, at the Administrator's
election, either from funds available for research and
development not otherwise obligated or from funds
appropriated for such payments,

(5). 50 U.S.C. § 1431:

The President may authorize any department or agency of
the Government which exercises functions in connecticon
with the national defense...to enter into contracts or
into amendments or modifications of contracts...withouat
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regard to other provisions of law relating to the
making, performance, amendment, or modification of
contracts, whenever he deems that such action would
facilitate the national defense....

Pursuant to this statute several executive orders implementing it
have been issued.29 The most recent is Executive Order No. 12148 of
July 20, 1979, This order provides in relevant part:

[Withcut regard to amounts appropriated or the contract
authorization provided therefer, the Covernment may
enter into contracts providirg] that the United States
will hold harmless and indemnify the contractor against
[third party claims; loss of, damage to, or loss of use
of contractor property; loss of, damage to, or loss of
use of property of the Government; claims arising from
indemnification agreements between the contractor and
subcontractors or between subcontractors], whether
resulting from the negligence or wrongful act or
omission of the contractor....This exception.,.shall
apply only to claims or losses arising out of or
resulting from risks that the contract degbnes to be
unusually hazardous or nuclear in nature.

d. The Relationship of Express Statutory Authority to Contract

Authority.,

There, in summary, is the express statutory authority and "payment
authority" pursuant to which indemnity provisions may be included in

contracts. 42 U,S.C. § 2210 specifically states that it is to function

without regard to the Anti-Deficiency Act. Likewise, 50 U.S.C. § 1431

N operates "without regard to cther provisions of lav relating to the

]

maling...of contracts." On the other hand, 10 U,S.C, § 2354 and

T

[é 38 U,S.C, § 4101 do not state that they operate "without regard to"

:i other laws relating to Government contracting., But, in their respective
-

?5 payment sections they provide implicitly that the indemnity provisions
Ei they allow may be made "in advance of appropriations.” They authorize
;.
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payment {rom 1) contract funds, 2) unobligated money of the
appropriation, or 3) funds appropriated for those payments. Note that
those statutes themselves do not appropriate funds for those payments.
Currently there are no funds appropriated specifically for indemnity
payments. Congress however, is "inviting" requests for such payments.

42 U.S.C. § 2458b is even more definite in this regard. It provides
that payments pursuant to its authorized indemnity provisions shall be
made at the Administrator's election either from 1) funds available for
research and development not otherwise obligated, or 2) from funds
appropriated for such payments. The legislative history of this Act
indicates that Congress expects to be asked for special appropriations
on account of the indemnity provisions. It states, "A decision on
whether to use existing appropriations or seek additional
appropriations from Congress specifically to pay meritorious claims
rests with the Administrator. It is the intent of this subsection that

no authorized NASA program should be curtailed or terminated because of
31

" extra" money in

such indemnification payments.'"”" Unless there is
the appropriation not dedicated to any other "authorized NASA progran,"
Congress may expect the operation of any indemnity provision pursuant
to this statute to generate a request for a special appropriation.
Thus, in these latter three instances, it appears that what
Congress has done is neither to have given "contract authority" (in the
"without regard to an appropriation therefor" sense), nor to have made
appropriations for the obliqation, It has rather implicitly vouched to

make an appropriation if need be. Nevertheless, no one has seriously

challenyed the proposition that any of these statutes do in fact
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provide the agencies with authority to enter into such agreements, Nor
has anycne suggested that in these instances either a limitation of
liability or an administrative reservation of funds is required.
Indeed, 10 U.S.C. § 2354 and 38 U.S.C. § 4101 are among the instances
of express statutory authority that GAO used as examples of statutory
authority that would render the limitation of liability or reservation
of funds unnecessary.32

e, The Relationship of Express Statutory Authority to Insurance.

In this discussion it has been the statutory authority and payment
provisions of the statutes which have been most important. However,
there are two other features common to all of these various
authorities. The first is that the authority granted in each of then is
limited to allow indemnification only for risks which are unusually
hazardous or nuclear. The second is that the exercise of that authority
bears some relationship to insurance. These two features are thamselves
related, This relationship is highlighted by the most recent of these
statutes, 42 U.S,C., & 2458b. In exercising its discretion to obligate
the United States to an indemnity provision, 5[ASA is to take into
account "the availability, cost, and terms of liahility
insurance."33 This would indicate that NASA is to nake business
judgment as to whether or not it is econonically reasorable or
practical to insure against a given risk with commercial insurance, If
insurance is available at a reasonable price and on reasonable terns,
that may be the preferred course of action, On the other hand, if the
cost is prohibitive, the Governnent nay decide to assume tne rish

itself,
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There is nothing in the statutes themselves or in any regulations
issued pursuant to them which helps to define "unusually hazardous."
But, in each statute, indemnification is presented as an alternative to
insurance or other "financial responsibility" measure. This may be some
indication that "unusually hazardous" may be construed to mean a risk,
the potential liability from which is in excess of reasonable insurance
coverage., In other words, the reasonableness or unreasonableness of
commercial insurance coverage (or other cost of having the contractor
assume the risk in question) would be the sole criterion for
determining whether or not the risk was "unusually hazardous."

Furthermore, the legislative history to 50 U.S.C. § 1431 (P.L.
85-804) indicates:

One of the most significant developments under title
II has been use of that authority as a basis for
indemnity provisions in certain contracts. Based on the
broad language of that act, the authority would be
continued under this bill, The need for indemnity
clauses in mest cases is a direct outgrowth of military
employment of nuclear power and the highly volatile
fuels required in the missile program. Because of the
magnitude of the risks involved, commercial insurance
policies are either unavailable or provide insufficient
coverage. Testimony before a subcommittee of the llouse
Judiciary Committee by representatives of the military
departments indicated that contractors were therefore
rcluctant to enter into contracts involving the risk of
a catastrophe without an indemnification provision,

Although the military departments have specific
statutory authority to indemnify contractors engaged in
research and development, this authority does not
extend to production contracts (10 U,S.C. 2354).
Nevertheless, production contracts for items like
nuclear-povered submarines and missiles, although not
considered especially hazardous, still give rise to the
possibility of an enormous amount of claims. The
Department of Defense and the comnittee believe,
therefore, that to the extent that comnercial insitrance
is unavailable, the risk of loss should be borne by the
United States, Similar authority was granted to the
Atomic Energy Commission by Congress last year in the
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Price-Anderson Act (Publ%g Law 85-177) [42 U.S.C. §
2210]}. (Emphasis added.)

Three agencies have addressed this issue. The FAA and [IASA have
taken the position that the commercially reasonable availability of
insurance is the criterion for determining whether or not a certain
risk is or is not unusually hazardous.35 On the other hand, the Air
Force has not chosen to adopt such a position.36 All of this once
again illustrates that these risks are directly related to or result
from the performance of the contracts in question,

There{ore, the costs associated with these risks, however allocated
or assumed, certainly ought to be considered "necessary expenses' for
purposes of the rule of that name described in Chapter III, In other
vords, this relationship strengthens the argument that there is no
basis for the GAO's determination that an agency has no authority to
indemnify contractors for risks associated with the contract when those
risks are pricing factors of the contract. The relationship of the cost
of insurirg against these risks to direct indemnification indicates
that the risks are valid pricing considerations. This argues against
any determination that an agency lacks authority to deal with
contingent contract risks, such as GAO made in B-137976. GAO's
objections ought not to be with regard to the authority, as such, to
allocate these contractual risks, but to the lack of an appropriation
adequate to fund them, Conversely, Congressional involvement in
providing authority to enter into such indemnity agreements as it has

allowed by specific statute may indicate to the agencies that absert

such authorization, Congress does not envision that the aporepriations

5
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made are adequate to assume such risks.

f. Answers in Pending Legislation.

The "Contractor Liability and Indemnification Act,"37 presently
pending before Congress, evidences that lessons have been learned from
the wording and operation of the present statutes discussed above. The
Act in both its House and Sernate versions provides in relevant part:

The United States shall include in any contract
hereafter made, and may include by amendment or
modification in any contract heretofore made, a
provision that the United States will hold harmless and
indemnify the contractor against any of the claims or
losses set forth in subsection (b) [i.e., third party
claims, loss of or damage to contractor property, loss
of or damage to Government property, and approved
indemnifications with subcontractors], whether
resulting from the negligence or wrongful act or
omission of the contractor or otherwise, except as
provided in subsection (b)(2): Provided, Tha* such
provision shall apply only to claims for locses arising
out of or resulting from risks that the contract
defines as (1) unusually hazardous or nuclear ip nature
or (2) giving rise to the possibility of liability
against which the contractor cannot reasonably protect
through private insurance or self-insurance...A
contractual provision for indemnification may require
each contractor so indemnified to provide and maintain
financial protection of such type and in such amount as
is determined by the head of the contracting agency or
his designee to be appropriate under the circumstances.,
In determining whether conditions for the use of an
indemnification provision have been met, and in
determining the amount of financial protection to be
provided and maintained by the indemnified contractor,
the appropriate official shall take into account such
factors as the aveilability, cost, and terms of private
insurance, self-insurance, other proof of financial
responsibi}éty, and worker compensation
insurance,

Regarding paynent, the louse and Senate versions of the bill are

39

stbstantially the same.”” The !lousc version of the bill provides:
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Notwithstanding the provision of sections 1341, 1349
through 1351, and 1512 through 1519 of title 31, United
States Code [the Anti-Deficiency Act], or section 3732
of the Revised Statutes of the United States (41 U.S.C.
11) [the Adequacy of Appropriations Act], each
contracting agency is authorized to make payments
pursuant to any indemnification provisions included in
contracts under subsection (a) of this section from (A)
funds obligated for the performance of the contract
from which the contractor's liability arises; (B) funds
which are available to the agency for the same type of
contract as the contract from which the contractor's
liability arises, and which are not otherwisc
obligated; (C) funds specifically appropriated for such
payments; and (D) funds appropriated pursuang.to
section 1304 of title 31 United States Code.

Thus, this Act would make it clear that Congress only intends to
indemnify when commercial insurance or other private means of financial
protection is not reasonably available, but that the agencies are free
to indemnify whenever other insurance is not reasonably available. The
Act also makes it clear that such obligations as it allows may be made
"notwithstanding" the Anti-Deficiency Act and the Adequacy of
Appropriations Act. It would appear that the drafters of the pending
bill appreciate the questions raised by the present statutes, This
legislation would also eliminate from consideration any question about
"necessary expense.” All contractor property and third party claim
indemnity provisions would be based upon "express statutory authority."

This legislation at least implicitly recognizes that the risks
involved are valid pricing considerations, which for the most part are
most prudently handled through commercial insurance. It also removes
all doubt as to the legal questions surrounding the use of indemnity

clauses and makes clear the policy for their use, On these acccunts it

is to be lauded,
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g. Summary.

This section has reviewed the currently enacted "express statutory
authority" whereby the Government may obligate itself for contingent
liability indemnity agreements. It has also outlined the funding
schemes for this authority. A previous section has already discussed
that the implications of these sections may be that without such
express statutory authority and concommitant designated funding source,
the Government may be without authority to enter into such
agreements.41 The relationship of this authority to the "necessary
expense" rule has also previously been disc:ussed.“2 A subsequent
section will consider t*. manner in which the Government has dealt with
43

nonstatutory indemnification situations as a practical matter.

2, "Cancellation" or "Termination" of DOD Multiyear Contracts.

There is one other area wherc a contingent liability has been
statutorily recognized, and approved of by Congress. That area is
Department of Defense "multiyear" contracting. "Hultiyear contracting"
refers to contracts extending over a period of more than one year and

up to five years.44
The statute authorizing multiyear contracting is codified at

10 U.S.C. § 2306 (g) and (h). Its legislative history briefly describes

the concept as follows:

lMultiyear contracting is a procurement method used to
purchase known requirements of military supplies and
services in quantities and total costs, even though the
total funds ultimately to be obligated by the contract
are not available, Award is made on the multiyear
basis, funds are obligated only for the first year's
quantity, with succeeding years' contract quantities
funded annually thereafter, If funds are not available
for the suzgeeding years, the contract is
cancelled,
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The contingent liability recognized by this statute is
"ecancellation" or "termination" liability. It is not truly a contingent
liability in the same sense as the indemnity statutes above named. A
contingent liability was earlier defined to be cne which was not now
fixed and absolute, but would hecome so upon the happening of some
future and uncertain event.46 Usually the event in question would
be thought to be something outside the contro® of either party to the
contract, But, the event contemplated here is completely within the
discretion of the Government, It is the contingency that Congress
should choose not to continue to fund a program being procured on a
"multiyear" basis. In that event, a "cancellation" or "termination"
liability would accrue to the Government. The liability is contingent
upon terainatina the contract. But, the Government has the option of
continuing to fund the program. In the sense that the Government must
choose one of two options, either to continu. the program or terminate,
the liability may be considered a contingent liability. The contingent
liability assumed by the Government in such contracting is the
liability that would accrue to it in the event the contract is
"cancelled" prior to the time originally contemplated and contractually
agreed upon by the parties.,

a. The Statute Concerned.

Once again, The statute will speak for itself regarding the
authority it provides to assume unfunded contingent obligations.
Subsection (g) deals with services and subsection (h) deals with

property. Subsection (g) provides:
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(g)(1) the head of an agency may enter into contracts
for periods of not more than five years for tie
following types of services (and items of supply
related to such services for which funds would
otherwise be available for obligation only within the
fiscal year for which appropriated--

(A) operation, maintenance, and support of
facilities and installations;

{B) maintenance or modification of aircraft, ships,
vehicles, and other highly complex military equipment;

(C) specialized training necessitating high quality
instructor skills (for example, pilot and other aircrew
members; foreign language training); and

(D) base services (for example, ground maintenance;
in-plane refueling; bus transportation; refuse
collection and disposal);

And subsection (h) provides:

To the extent that funds are otherwise available for
obligation, the head of an agency may make nultiyear
contracts...for the purchase of property, including
weapon systems and items and services associated with
weapon systems f{or the logistics support thereof),
whenever he finds--

-
-
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(A) that the use of such contract will promote the
national security of the United States and will result
in reduced total costs under the contract;

(B) that the minimum need for the property to be
purchased is expected to remain substantially unchanged
during the contemplated contract period in terms of
production rate, procurement rate, and total
quantities;
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contract and the anticipated cost avoidance through the
use of a multiyear contract are realistic,

It should be noted that the contingent obligation here at issue is
more subtle than those allowed in any of the indemnitv statutes. There
Congress was dealing with a pure matter of risk allocation, a pricing
factor., The risks were those of loss of or damage to contractor
proprerty and third party claims, Here, "to the extent that funds are
otherwise available for obligation," the Government is authorized to
enter into contracts not funded to completion over the multiyear term,
The risk in question is the risk that Congress would choose not to
provide the funds necessary to see the contract through to completion,
and the contract would have to be "cancelled" or "terminated." VWhile
this is certainly a pricing consideration (in fact, multiyear is only
authorized when it is determined that its use "will result in reduced
total costs under the contract;"47), it is not a matter of
allocating a particular expense of the contract to one party or the
other, It is the contract itself whose life is at issue. The question
is, "If the Government chooses to contract so as to get the benefits of
"reduced total costs' from a long term contract or quantity buy, how
will it handle the situation in the event a subsequent Congress chooses
not to fund that contract so priced?" It is a risk which is necessarily
the Government's if the Government is to get the pricing advantage
sought by multiyear procurement,

The statute recognizes this in the following language:

(2)(A) The Secretary of Defense shall prescribe
defense acquisition regulations to promote the use of

multiyear contracting as authorized by paragraph (1) in
a manner that will allow the most efficient use of
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multiyear contracting.
(B) Such regulations may provide for cancellation

provisions in such multiyear contracts to the extent

that such provisions are necessary and in the best

interests of the United States, Such cancellation

provisions may include consideration of both recurring

and nonrecurring costs of the contractor associated

with the prodggtion of the items to be delivered under

the contract.
Thus, the statute recognizes that there may be both recurring and
nonrecurring contractor costs which may be a part of the price of
cancelling a multiyear contract before its term, These costs will be

further discussed in Chapter V.D.l.a..

b. The Payment Provisions.

Congress has allowed the Department of Defense to recognize the
above described costs and has provided that funds for payment in :he
event of contract "cancellation" or "termination" may come from the
following sources:

In the event funds are not mane available for the
continuation of a contract made under this subsection
into a subsequent fiscal year, the contract shall be
canceled or terminated, and the costs of cancellation

or termination may be paid from--

(A) appropriations originally available for the
performance of the contract concerned;

(B) appropriations currently available for
procurement of the type of property concerned, and not
otherwise obligated; or

(C) funds appropriated for those payments,

Thus, many of the same questions that surround the indemnity
statutes are presented by the lanyuage ~f this onre as well. No money is

currently appropriated for cancellation payments by this statute,
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Therefore, assuming original appropriations for performance of the
contract concerned and current appropriations for procurement >f the
type of property concerned are exhausted or not otherwise "availablc,”

Congress again appears to be "inviting" requests for deficiency

appropriations. This issue will be further discussed in the section on
. . . 50
termination issues.

3, The Relationship of Express Statutory Auttor.ty to "New Spending

Authority."

It should be noted almost as a matter of curiosity that with such a
scheme as has been provided for by all the above payment provisions,
Congress may have transgressed one of its own rules. 2 U.,S.C. § 651(a)
provides:

It shall not be in order in either the House of
Representatives or the Senate to consider any bill or
resolution which provides new spending authority
described in subsection (¢)(2)(A)...of this section (or
any amendment which provides such new spending
authority), unless that bill, resolution, or amendment
also provides that such new spending authority is toc be
effective for any fiscal year only to such extent or in
such amounts as are provided in appropriation Acts.

Subsection (c)(2)(A) defines "new spending authority" to include
authority "to enter into contracts under which the United States is

obligated to make outlays, the budget authority for which is not

provided in advance by appropriation Acts." (Emphasis added,)

OMB Circular A-34 gives the definition of "budget authority":

‘%z
%
E

Budget authority--Budget authority for any vear
represents the authority provided by law and becoming
available during the year to incur obligations. The
basic forms of "budget authority" are the following:

Appropriation.--Statutory authority that zllows
Federal agencies to incur obligations and to make
payment out of the Treasury for specified purposes.
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This is the most common form of budget authority....

Contract authority,...51

Thus, Congress has effectively eliminated "contract authority," the
authority to incur cobligations in advance of appropriations,52 from
the definition of "new spending authority." Congress has made a rule
for itself requiring all new spending authority to be supported by
advance appropriations, This narrows considerably the use of "budjet
authority" insofar as it had included "contract authority."

While the Act appears to be prospective orly, subsection (f)
requires Congress to study on a continuing basis those provisions of
lav, in effect on the effective date of the Act, which provide spending
authority or permanent budget authority.53 This is tc be done with
a viev tovard terminating or modifying those provisions.SA

In cases such as the above indemnity and multiyear statutes, which
provide express statutory authority to assume contingent liabilities
without an advance appropriation, the practical effect of the
limitation on the use of contract auathority is probably nothing more

than that Congress has chosen not to follow its own rule,
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D.
THE "NECESSITY EXCEPTION"

The first two sections of this chapter considered two nonstatutory
means of obligating the Government for contingent 1. bilities. They are
limitation of liability and reservation of funds, The third section
dealt with statutorily provided means for so obligating the Government,
This section turns to yet another GAO approved situation in which the
Government may obligate itself for contingent liabilities. This is not
a means of complying with the Act, as limitation of liability and
reservation of funds purport to be, or a statutorily recognized
exception to the Act, as the statutes cited in section C, above are.
But, it is an "exception" to the Act, nonetheless. The reason for
placing it by itself at the end is that it is of virtually no
importance as precedent for other situations. GAO has wisely limited it
strictly to the facts of the situation in which it was allowed.55
Furthermore, while purporting to be an indemnity situation, and &c
handled by GAQ, it really does not present an indemnity situation in
fact,

1. The Exception Recognized.,

In 39 Comp. Cen, 705 (1980) the Acting Administrator of the General
Services Administration (GSA) petitioned GAO about the legality of
certain indemnity provisions under tariffs by which GSA had been for
sone time and presently was procuring electricity. The indemnity
provisions were "non-negotiable" by the utility companies. GSA put
forth the following as a "typical indemnification provision':

Customer assumes all responsibility for the electric
pover and energy delivered hereunder after it leaves
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company's lines at the point of delivery, as well as
for the wires, apparatus and appurtenances used in
connection therewith where located at or beyond the
point of delivery; and Customer hereby agrees to
protect and save Ccmpany harmless and indemnified from
injury or damage to persons and property occasioned by
such power and energy or by such wires, apparatus and
appurtenances located at and beyond said point of
delivery, except where said injury or damage shall be
shown Lo have been occasioned by the negligence of
Company or its contractors. Further, Company shall not
be responsible for injury or damage to anyone resulting
from the acts of the employees of Customer or of
Customer's contractors in tampering with or attempting
to repair and/or maintain any of Company's lines,
wires, apparatus or equipment located on Company's side
of the point of delivery; and Customer will protect,
save harmless and indemnify Company against all
liability, loss, cost, damage and expense, by reason of
such injury or damage to such employee or to any other
person or persons, resulting from SSSh acts of
Customer's employees or contractor.

The Acting Administrator was concerned about the clause on the
basis of the Anti-Deficiency Act. GAO allowed the purchase of

eleztricity with the clause stating:

The problem [of obligating the Government to
indemnify the utility in violation of the
Anti-Deficiency Act] cannot be resolved without new
legislation if we adopt an overly technical and literal
reading of the Anti-Deficiency Act in this situation.
We do not think such a reading is appropriate under
these circumstances., GSA is authorized to procure
utility services for the Government and to do so under
utilities' tariffs....As noted already, this [inclusion
of the indemnity provision] has of necessity been the
practice in the past....However, because the
possibilityv exists, however remote, that these
agreements could result in future liability in excess
of available appropriationg7 GSA should inform the
Congress of the situation,

by
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2. The Exception Limited.

In the above case GAO admitted that the consistency it had so long
touted was being ignored in the name of necessity. liowever, in
B-197583, Jan 19, 1981, the Comptroller General made it clear that the
"exception" it had created was narrow and based on a rule of absolute
necessity. In that case, the Architect of the Capitol also questioned
the legality of an indemnity clause which the utility said was required
by District of Columbia Public Service Commission regulations, The
clause was being insisted upon by the electric company in a contract to
perform tests on certain electrical equipment. It was substantially
similar to the one above quoted in that it "absolved" the utility of

all liability absent its negligence. In disapproving of its use GAO

said:

[Ulnlike the GSA case, here there is another source for
performing the test, that is, thec Government employees
who in fact have performed the tests in the past. An
even more important distinction, thouzh, is that unlike
the situation in the GSA case, the Architect has not
previously been accepting the testing services or using
the impulse device from Pepco [the utility] and has
therefore not previously agreed to the liability
represented by the proposed indemnity agreements, In
the GSA case, GSA merely sought to enter a contract
accepting the service and attencant liability,
previously secured under a non-negotiable tariff, at a
rate more advantageous to the Government. llere,
however, the CGovernment has other means avagéablc to
provide the testing and monitoring desired,
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3. The Lxception Analyzed.

L. is both sad and curious that GAO analyzed and decided these
matters this way. Obviously, there is no statutory citation to the
"necessity exception" to the Anti-Deficiency Act. In fact, where
exceptions have been dictated by necessity, Congress has provided the
legal authorization. For example, the Adequacy of Appropriations Act,
41 U.S.C. § 11 authorizes an exception by which the Armed Services may
contract for the means of subsistence without benefit of current
appropriations.59

loreover, GAO subsequently tool: the position tiat all indemnity
provisions ouzht to be based upon express statutory authority.éo In
the sane opinion vhere it did that, it defended the "necessity
exception” case.61

But, what is more curious is that, whilc from 20 Comp., Cen. 632
until 54 Comp. Gen. 824 GAO consistently ignorad to varying degrees the
logic of the Anti-Deficiency Act, here it made the Anti-Deficiency Act
an issue when it did not have to do so. In the past, the
Anti-Deficiency Act should have been called upon and wasn't; here, it
was involed and didn't have to be. In fact, it should not have been an
issue. GAO could have realized that it was not dealinpg with an
indemnification provision as such. All the clause says is what the lav
says anyhow: that the utility will not be held liable absent its
negligence.62 There is no theory other than neglicence upon which
liability could accrue to the utility.63 Thercfore, the import of

the clause is no more than that the utility is malkiny clear that it

will not be liable just because it is providing service or, as in the
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case of the A:cchitect of the Capitol, performing the tests.

All this is very disconcerting regarding the extent to which form
seems to control over substance in this series of GAO opinions. In the
earlier ones which were not addressed to the GAO in the context of the
Anti-Deficiency Act, the Act seems to have been ignored. In these later
two cases that involve clauses which use the word "indemnity,” the
Anti-Deficiency Act is automatically seen as an obstacle, GAO
"analyzed" the situation in 59 Comp. Gen, 705 to the effect that, "The
possibility of 1liability under this clause is in our judgment

64 In point of fact, they could not have analyzed une

remote,"
situation at all except to surmise that factually the possibility of an
accident may be rather remote. lowever, it is not the fact of an
accident itself by which the utility company may be held liable, In the
lawv, it is only on the basis of negligence that liability accrues to a
public utility. And, the clause does not ask the Government (customer)
to assume liability for the utility's neglipence. Indeed, it is

inconceivable that any public utility commission would allow an

electric company (or other uvility) to contract out of its own

negligence in --v event, In law, under the clause the possibility of

®

7 Government liability for the utility's tort is not remote, it is not
If possible at all. Cnce again, the clause is merely deszripcive of what
- ...\

R the law says about the liabilities of the seller and buyer of
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4, The Utility of the Exception.

It is true irony that GAO reluctantly created its own '"necessity"
exception to the Anti-Deficiency Act in a situation that did not cven
present an Anti-Deficiency Act problem. GAO is to be criticized both
for its shallow nun-l.gal analysis of the situation, but also (even
assuming the correctness of its factual analysis) for opening the dile
it had built over forty years regarding the import of the
Anti-Deficiency Act. The rule of necessity has no statutory basis, and
necessity itself takes on subjective characteristics. An agency's idea
of "necessary" may not square with GAO's, especially where, as in the
case of tho Architect of the Capitol, GAO felt free to present its own
alternatives to the necessary action.65 GAO could conceivably also
require the alternative of "doine without" the necessity, and in all
events the Comptroller General prohibits the a~ency from malinn the
best business judgnent determination of how to accomplish its mission.
If, as GAC correctly pointed out, only legislation could create an
Anti-Deficiency Act exception, then legislation should nave been

sought,

B
.

GAO's opinion Z-197533 for the Architect of the Capitol and its
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) statement in 062 Conp. Cen. 301 that 39 Comp. Cen. 705 (the "necessity

)

fﬁ exception' ¢ase) was not to serve as precedent indicatc its general
.

iz unhappiness with the "marrow exception" it was "forced” to carve out
raf there. levertheless, (GAD did discuss the exception (though without

sugaesting any precedential value to it, or rules for its subsequent

. . . ‘ A . . ’:)’)
uze) in its Princinles of Federal Appropriations Lav,
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Indemnification surveyed thirty-five agencies with nineteen responding
about the need for Government indemnification of contractors. As a
result of that survey, it did report on two instances wherec allegedly
an agency had relied upon the necessity exception:

Onc agency indicated that it had in the past relied on

the rule of necessity to indemnify its contractors,

relying on a rule of necessity recognized by the

Comptroller General in 59 Comp. Gen, 705 (1980). The

agency agreed to indewnify an airline for evacuation

flights from Viet Nam though the agency did not have

express statutory authority to indemnify its

contractors., This agency also used the rule of

necessity in agreeing to indemnify certain sea carriers

during the fall of Indo China for certain

liabilities.,

It is interesting to note that the agency used a rule which was
recognized by the Comptroller General in 1980 to indemnify against
risks arisinz from contracts for services involved in the evacuation of
Viet Nam and the fall of Indo China, events which took place in the
1970s, Nevertheless, this indicates a recognition of such an exception
by t'ie Office of Federal Procurement Policy Task Force. In commenting
on the usefulness of the exception, the Task Force said, "rhere is
considerable uncertainty as to when.,.a determination [that a contract
situation falls within the rule of necessity] can be made without

n68 Therefore, it appears that

violating the Anti-Deficiency Act,
the Office of Federal Procurement Policy's Task “orce and the azencies

are no more satisfied with the exception than is GAO,




o
" * ‘1' v
.

" <"

NN
'c‘r.‘- "
[N

s
L&

Khe

.........

-97~
Vv
CONTINGENCIES IN FACT
With consistency a great soul has simply nothing to
do....Speak what you think today in hard words and
tomorrow speak in hard words agein, though it
centradict everything you sai. today.
~Emerson

Thus far this paper has considered the legal background applicable
to Government contract contingent liabilities. This background has
included the Anti-Deficiency Act, the authority for the Government to
contract (either as such authority may be expressly stated statutorily
or as a "necessary expense' to the purposes of some r-re general
appropriation), and the recogrized means whereby the Government may
assume contingent liabilities. The paper has also attempted to present
a picture of how these rules are understood or generally applied by the
GAO, the courts, and the agencies themselves, That picture sugzgests
that while the rule regarding contingent liabilities has been
"consistently" stated over time, the application of the rule has been
anything but consistent. It is in this context that the agencies have
had to confront contingencies as - practical matter in contracting
situations,

The emphasis turns now from the legal corntext within whicu the
Government has developed rules and policies regarding contingent
liabilities, and focuses on the factual sicuations which have most
commonly presented themselves in contracting situations. There are
several areae where the Government has been faced with contingent
liabilities in allocaring contractual risks., This chzopter will first

:dentify and describe the major areas where this has been done. It will




i e e e e e e s e e w . S T G S A N R A e e T i A e "

~98—

then set forth how the Government has chosen to deal with those
contingencies contractually., Finally, it will attempt to assess the
extent to which each of the Government's policies regarding the various
risks in fact squares with the legal rules set forth previously,

If there is a question as to how the Government policies regarding
certain contingencies could appear to be at odds with the legal rules,
it should be kept in mind that both the law and the policy are dynamic.
They have developed, evolved, and changed over time. Further, as has
been pointed out above, the understanding of the law has not been clear
cut or uniform throughout the Government, Policy may have been set in
the context of an understanding of the law which was later changed.,
But, the policy may not have realized how it was impacted by the change
in the understanding of the law,

The contingent liabilities to be considered include 1) indemnity,
2) contract clauses which vary the contract price (economic price
ad justment clauses and incentive contracting), 3) changes, and

4) termination issues.,
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A.
INDEMNITY
The risk contemplated by .ndemnity is the risk of loss of or damage
to contractor property and third party claims arising out of the
performance of the contract.,

Indemnification is an assurance wherein one party
frees another from an anticipated loss, or risk of
loss, or prevents him from suffering loss or damage due
to the legal consequences of an act or forbearance on
the part of one of the parties to e contract or some
third person. A legislative act is called
"indemnification" when it provides a procedure for the
Government either to reimburse contractors for payments
made In satisfaction of judgments rendered against them
or to anticipate adverse judgments and assume th
obligations to pay such judgments when rendered,

There has already been considerable discussion of indemnity in this
paper. Indemnification issues have provided the subject of virtually
all of the court and GAO opinions regarding contingent liabilities, and
it is the most common subject of express statutory authority enacted
for the Governmnent to assume contingent obligations, The firal chapters
regarding both the GAQ's opinion on nonstatutory indemnification (and
its apparent difference of opinion with the FAR), and statutory
indemnificaticn have yet to be written, The GAO has taken the position

that absent express statutory authority the Government should adopt a

policy not to indemnify against contractor or third party losses.2
..:‘ There are pending in the Ccngress various bills on the subject:.3 It
is also the subject of a 1982 O’fice of Federal Pro-urement Policy
(OFPP) Intzragency Task Force on Indemnification Report.a

Basically, indemnification provisions break down along two lines:

those enterad i1nto pursuant to specific statutes, and those without
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benefit of "express statutory authority." This paper is limited in
scope to considering the legal authority for assuming contingent
obligations, as such authority is dependent upon both authorization and
appropriation acts. The employment of "express statutory authority" for
indemnification is necessarily dependent upon Congress, It is Congress
that enacts statutes. Those statutes providing for indemnification and
their payment provisions have been discussed in Chapter IV.C., The
remainder of this section, therefore, will focus on nonstatutory areas
where the Government has decided to act as indemnifier,

There is currently only one standard clause which, without henefit
of a statute, clearly states a policy of the Government to indemnify
contractors. It is FAR 52,228-7, Insurance--Liability to Third Persons,
(APR 1984). The present clause has changed cignificantly from its
predecessor clauses, FPR 1-7,204-5 and 1-7,404-9, and DAR 7-203,22 and
7-402,26, By the DAR and FPR clauses, the Government assumed certain
contingent *tnird party liabilities without any monetary limitation. The
FAR clause limits the Government - c¢xposure to available "appropriated
funds at the time a contingency occurs."

The clause deals with allocation of risk of loss in the event the

contractor should become

iable to third parties on account of activity
arising out. of performance of the contract. The clause is required for
cost reimbursement type contracts, It provides that the contractor must
purchase and maintain third party liability and other insuraice (or
maintain an approved self-insurance program) in such form, amounts, and

for such periods of time and with such insurers as the contracting

officer requires or approves.
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It further provides that the Government will reimburse the
contractor for an allocable portion of the reasonable cost of insurance
required by the contracting officer, and "without regard to and as an
exception to the 'Limitation of Cost' or 'Limitation of Funds' clause
of the contract."6 for liabilities to third parties for loss of or
damage to property or for death or injury, provided that any such
liability is one 1) not compensated by insurance, 2) arising out of
performance of the concract, 3) represented by a final judgment or
settlement approved by the contracting officer, 4) for which the
contractor is not otherwise responsible under specified terms of the

contract, 5) for which the contractor has not failed to insure as

~ S

N required, and 6) which does not result from willful misconduct on the

EiY
«

MK

& a2

part of the contractor's officers, directors, or managers. In short,

b

-,

the Government assumes the risk of virtually all third party claims
arising out of performance of the contract for which it has not
required insurance (for which it would pay as an allowable cost).

The offensive part of the clause prior to the FAR change was the
phrase "without regard to and as an exception to the 'Limitation of
Cost' or 'Limitation of Funds' clause." In cost contracting the
Government basically agrees to pay the contractor's costs of performing
the work (subject to the rules of allocability and allowability7).

An estimated cost is negotiated and that amount (or some part of it in
the case of incrementally funded contractss) is set forth in the
contract schedule, By the Limitation of Cost9 or Limitation of

Funds10 clauses, the Government obligates itself to pay the

contractor only so much as has been set forth in the schedule., FAu
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32,703-1 requires that this amount be obligated on the contract. Even
in the event of termination for convenience, the contractor could
expect to get no more money from the Government than that amount.
Therefore, the contractor has the duty to monitor his costs. When
within sixty (60) days hence (taking into accouvt its estimate of what
he would expect on a termination for convenience settlement) he will
have spent seventy-five percent (75Z) of the set amount stated in the
schedule, the centractor must notify the contracting officer of that
fac.. The contracting officer then must either provide more money or
terminate the contract for convenience, In any event, if the
contracting officer does not continue to fund the contract, the
contractor is not obligated to continue performance. He may treat the
contrac. as having been terminated,l1 Indeed, 31 U.S.C. § 1342,
which prohibits the Gevernment from accepting voluntary services, would
compel the contractor to stop performance. It is the operation of the
appropriate one of these two clauses which keeps the Government from
having obligated itself for "an indefinite and uncertain sum that may
exceed the appropriation,” and hence, from an Anti-Deficiency Act
violation,

By removing from the monetary limitation of rhe Limitation of Cost
or Limitation of Funds clauses the contingent liability which may
accrue to the Government through the operation the Insurance--Liability
to Third Persons clau.e, the former clause obligated the Government for
a contingent liability "indefinite and uncertain in amount which may
exceed the appropriation,” Thus the Anti-Deficioncy Act was violated

every time che Government entered into a contract containing the
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clause.

Such was the analysis of GAO when directly presented with the
question., In B-201072, May 3, 1982, GAO stated that the clause fell
"squarely within those contractual obligations which are prohibited
under the [Anti-Deficiency Act and the Adequacy of Appropriations Act,
41 U,S.C. § 11]."12 Thus, it found illegal a clause of longstanding
and widespread use,

It is necessary to go back in time to see how the clause could come

into being in the first place. The 1949 edition of Navy Contract Law

traces the use of the clause back to early in World War II. Navy
Contract Law doesn't cite any authority for the clause, however. It
simply says:

Early in World VWar II, the MNavy Department
established, with respect to its procurement contracts,
the policy of assuming the risk of loss of or damage to
Government-owned property, as well as certain
liabilities to third persons arising out of the
performance of cost-reimbursement contracts,...To
effectuate this policy, the Secretary of the Navy has
approved certain insurance clauses,.,.with respect to
third party liability under cost-reimbursemnt contracts
(which clause is entitled "Insuranig--Liability to
Third Persons"). (Emphasis added,)

From that, one might infer that the use of the clause was simply
policy established by the agency. No thought seems to be given to the
question of the authority for the clause. In a 1967 Department of
Justice memorandum,la it was suggeste! that Title II of the First
War Powers Act of December 18, 1941, 55 Stat, 839, might have provided
such authority by enabling the President to:

B3

authorize any department or azency * ¥ ¥ to enter into
contracts and into amendments or modifications of

contracts * % ® without repard to the provisions of law
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relating to the making, performafge, and amendment or
modification of contracts * *
That same memo, however, goes on to cast doubts on the theory that
the First War Powers Act was actually used in that regard.16 First
of all, the language of that Act is the same as that of 50 U.S.C.
§ 1431 (P,L, 85-804), The authority provided thereby has always becn
viewed as a matter of extra-ordinary relief, Secondly, the memorandum
cites two World War II vintage rulings, 40 Op A.G. 225 (1942) and 22
Comp. Gen. 892, neither one of which holds necessarily that the First
War Powers Act authorized the making of unlimited indemnity
agreements.17 Furthermore, as described above, 20 Comp. Gen., 632,
which pre-dates the First War Powers Act, states that assumption of
such third party liability is pernissible on an entirely different
theory.18 As a clause, then, its beginnings are not very clear
either as to what authority was cited for it, or even whether or not
there was any serious consideration given as to what authority might
allow for its use.
Neverthelcss, the clause, operatiag without regard to the

Limitation of Cost or Limitation of Funds clause, was in use at least

from "early in World War II" until the advent of the FAR. The

Comptroller General's decisin-, B-201072, resulted in the current

rory
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. feature of the clause limiting the Government's exposure by the
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The Government's liability under paragraph (c) of
this clause is subject to the availability of
anpropriated funds at the time a contingency occurs.
Nothing in this contract shall be construed as implying
that the Congress will, at a later datcf9 appropriate
funds sufficient to meet deficiencies,

The problems surrounding this solution have already been
discussed.20 Basically, there is the question of whether or not it
itself is an obligation in advance of appropriations. There is also the
question of what is meant by "available appropriations." Furthermore,
depending upon the status of funding in the appropriation at the time
of the loss, and depending upon how "available appropriations" is
defined, there is the objection that the clause provides either
illusory benefits to the contractor, or takes funds away from the
purposes of the appropriation.

This whole series of problems surrounding the clause, and even
GAO's position that it should not be used absent Congressional
approval, make this area one of great interest currently, When this
issue is coupled with the statutory initiatives involving
indemnification,21 the entire policy of the Government regarding

the assumption of contractor and third party risks may be subject to

substantial changes and clarifications.
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B.
CLAUSES WHICH MAY VARY THE CONTRACT PRICE

1. Economic Price Adjustment Clauses,

Economic price adjustment clauses are a means to take the risk of
fluctuations in labor and material costs out of the pricing of fixed
price contracts. The now superseded Defense Acquisition Regulation
(DAR) summarized their use as follows:

The fixed price contract with economic price
adjustment may be used...when the contracting officer
determines that price adjustment provisions are
necessary either to protact the contractor and the
Government against significant economic fluctuations in
labor or material costs or to provide for the upward
and downward revision of the stated contract price upon
the occurrence of certain contingencies which are
specifically defined in the contract. In the
establishment of the base levels from which adjustment
will operate, contingency allowances shall be
eliminated from the base to be set forth in the
contract to the extent that adjustment is provided for
any particular contingency. Use of this type of
contract is appropriate when serious doubt exists as to
the stability of market or labor conditions which will
exist during an extended period of contract performance
and when contingencies which would otherwise be
included in the contract price can be identified and
covered separately by a price adjustment clause. Price
ad justments based on established prices should normally
be restricted to industry y%de contingencies beyond the
control of the contractor.

Those policies have not changed under the FAR.23 Basically, the
various clauses work to eliminate from the price of a fixed price
contract any amount that might otherwise be included as a hedge against
the possibility of increased costs of performance, If the price of
labor or materials goes up from the contractually agreed upon base, the

clause may operate to increase the contract price. Conversely, if the

price were to vary downward from the agre=d upon base, the Government

all
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would get the benefit of the savii s,

The FAR contains three standard economic price adjustment clauses:
FAR 52,216-2 Economic Price Adjustment--Standard Supplies, FAR 52,216-3
Economic Price Adjustment--Semistandard Supplies, and FAR 52,216-4
Economic Price Adjustment-~Labor and Material,

These standard clauses are uniformly subject to a ten percent
maximum increase in price. Thus, on a contract with an established
price for labor or materials subject to the clause, the most the price
of the contract could vary from tae base would be ten percent of the
original contract unit price. The cost of the labor or material in
question could be no more than 1107 of the base price. (There is no
limit on the amount of decreases that may be made under any of the
clauses.) Thus, the Government's liability for the contingency of labhor
or material cost escalation is limited to a fixed amount, ten percent
of the established price.

2, Incentive Contracting,

Incentive contracting is a means of contracting wherein the
contractor's profit will be determined in accordance with a formula
that considers the contractor's expected costs to complete the job (the
"target cost") with the actual final negotiated cost to complete.
Generally, if the contractor's actual costs are lower than the expected
target, then his profit will be greater than originally contemplated;
and, on the other hand, if his costs are greater than expected, his
profit will be lower. DAR explained the workings of an incentive

contract thusly:
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Under [a firm target] type of incentive contract
there is negotiated at the outset a target cost, a
target profit, a price ceiling (but not a profit
ceiling or floor), and a formula for cstablishing final
profit and price. After performance of the contract,
the final cost is negotiated and the final contract
price is then established in accordance with the
formula. When the final cost is less than target cost,
application of the formula results in a final profit
greater than the target profit; conversely, when final
is more than target cost, application of the formula
results in a final profit less than the target profit,
or even a net loss, Thus within the price ceiling, the
formula provides for the Governmert and the contractor
to share the responsibility for costs greater or less
than those originally estimated, as determined by a
compaﬁison of negotiated final cost with target
cost,

The theory is that by making the contractor's profit an inverse
function of his costs, he will be "incentivized" to keep his costs low.
This would benefit the Government in providing an overall lowver price.

Because the profit resulting from application of the
formula is in inverse relationship to costs, the
formula provides the contractor in advance with a
calculable profit incentive to control costs. To
provide an incentive consistent with the circumstances,
the formula should reflect the relative risks involved
in contract performance. Thus, it is appropriate in
certain procurements to establish a formula wiich
provides for contractor assumption of a considerable
major share of total cost responsibility. In such
circumstances, when a major share of total cost
responsibility is assumed by the contractor, every
consideration will be given to establishing target
profits which rsglect assumption of such
responsibility.,

[ TR e M T T Tie e W
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The FAR states a policy that a fixed-price incentive contract is
appropriate when:

(1Y a firz-fixed-price contract is not suitable;

(2) The nature of the supplies or services being
acquired and other circumstances of the acquisition are
such that the contractor's assumption of a degree of
cost responsibility will provide a positive incentive
for effective cost control and performance; and

(3) If the contract also includes incentives on
technical performance and/or delivery, the performance
requirements provide a reasonable opportunity for the
incentives to have a meaningful impaﬁg on the
contractor's management of the work,

It needs to be emphasized that while the total contract price may
vary somewhat, it is subject to a ceiling price beyond which it cannot
vary. Therefore, even if the contractor's cost performance shculd be so
good that technical application of the formula would result in a total
price greater than the agreed upon ceiling, the ceiling is the maximunm
extent of the Government's liability.

The cost to the Government (up to the ceiling price) is contingent
upon the contractor's costs. The Government, therefore, has a

contingent liability, the maximum extent of which is determinable.

3. Funding the Contingent Liabilities of Economic Price Adjustment

Clauses and Incentive Contracting,

Very generally, an "obligation" of the Government may be understood
as "a definite commiiment which creates a legal liability of the
Government for the payment of appropriated funds for goods and services
ordered or received."27 With regard to contracts, 31 U,S.C. §

1501(a) provides:
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An amourt shall be recorded as an obsiigation of the
United States CGovernment only when suppo-ted by

documentary evidence of--

(1) a binding agreement between an agency and ancther
person {including an agency) that is—-

(A) ip writing, in a way and form, and .or a purpose
authorized by law; and

(B) executed before the expiration of the period of
availablity for obligation of the appropriation or
fund used for specific goods to be delivered, real
property to he bought or leased, or work or service to
be provided;
Thus, an ohligation incurred is a definite liabilitv of the
Government which must be recorded asainst the appropriation
28 . .
involved.”™ " In this way the agencies may keep track of how much of
the appropriation has been spent, and how much remains as an

"unnbligated" balance. A "commitment,"

on the other hand, has been
. , . , 20
described as an adrministrative reservation of f{unds.
In the case of contracts with economic price adjustment clauses
and in incentive contracting, the regulations rejuire that {unds be
oblicated only for the tarset or billing price. For example, the DOD

Accounting Manual provides:

D, RECORDING ORLIGATIONS FOR COMMERCIAL PROCUREMENT
CONTRACTS AND ORDERS

2. Fixed-Price Contract vith an Escalation, Price
Redetermination or an Incentive Provisionr, ihen the
contract is executed, an ohbligaticn must be recorded
only for the amount of the target or billinz nrice
stated in the contract even thoush the contgact may
contain a ceiling price in a larp»r amounr,
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Therefore, in the case of a contract with an economic price
ad justment clause, no funds are obligated for the maximum ten percent
difference between the contract price as determined with or without the
operation of the clause. In the case of aa incentive contract, no funds
are obligated for the difference between the target price and the
ceiling price. As a result, unless funds are committed for such
purposes, the Government's contingent liability on account of these
provisions would remain unfunded.

The accounting regulations, however, do not require a reservation

of funds for every possible contingent liability. As observed earlicr

31

in the discuss_.on of administiative reservation of funds,”  DOD

7220,9-! instructs as follows:

In the cases of (a) outstanding fixed-price contracts
containing escalation, price redetermination, or
incentive clauses,..there are contingent liabilities
for price...increases...which cannot be recorded as
valid obligations...Anounts to cover these contingent
liabilities should be carried as outstanding
commitments pending determination of actual
obligations. Lowever, the amounts of such contingent
liabilities need not be recorded at the maximum or
ceiling prices under the contracts. Rather, amounts
conservatively estimated to be sui'ficient to cover the
additional obligations which will probably materialize,
based upon judgment and euperience, should be
committed. In determining the amount to be committec,
allowances may be made for the possibilitiegzof
downward price revisio.as. (Emphasis added.)

However, GAO's understanding of the Anti-Deficiency Act requires
that to the extent the Government is obligated for a contingent
liability it must either 1) limit its liab*lity to "available

(s . 33
appropriations", or 2) reserve funds to cover the contingency.

Furthermore, GAO's present position is contrary to what it said in 3
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Conp. Gen, 418 (where it approved of administratively reserving only an
amount "to cover the excess of the estimated increases over the
decreases"34) and in 42 Comp. Gen. 708 (where it approved of not
reserving funds when the happening of the contingency was a mere
possibilityBs). GAO's present understanding of the law as
enunciated in 54 Comp. Gen. 824 is that, if the reservation of funds
alternative is chosen, such reservation must be sufficient to cover
even the possibility of a deficiency.36

Insofar as the practice allowed by the above regulation does not
require the reservation of funds sufficient to insure the appropriation
against the possibility of a deficiency, it does not comply with the
requirements of the Act. The Government could comply by reserving the
cciling amount, The problem with reserving the maximum amount of
liability is in the tying up of funds that may never be spent. The lacl
of good business sense or accepted accounting practice in so doing has

already been discussed.37 Likewise, the alternative means of

conpliance, limitation of liability, has its own problems.38 The

alternative of allowing such type of contracting as an exception to the

Pl a3
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Anti-Deficiency Act would require Congressional actlon.j
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is a violation of the Act whenever such a clause is used without either
a limitation of liability or a reservation of funds.,

The only way to avoid this conclusion would be somehow to
distinguisu 5% Comp. Gen. 418 from 54 Comp, Gen., 824 and . -ses
following it. There appears to be no logical basis upon which to do
this, Surely in terms of the Anti-Deficiency Act there is no difference
between contingent liabilities which arise from indemnification
azreements and those which arise from eccnomic price adjustments or
incentive contracting. The author, therefore, leaves with GAO and the
agencies the question of how, in light of the Anti-Deficiency Act, the
practices allowed by the accounting regulation may be justified,
Alternatively, GAO and the agencies are challenged to seek from
Connress the means either to comply with the Act or to be ~xcused fron
its constraints.,

C.
CONSTRUCTIVE CHANGES AND DIFFERING SITE CONDITIONS

Constructive changes and differing site conditions have two
elements ir common. They both involve the possibility of payment under
a contract for work or expenses that were not contemplated or expected
by the parties at the time of contract execution, Secondly, in
performing the extra effort, the contractor would bec entitled to
additional compensation. They are different, however, in that
constructive change is a doctrine which developed apart from 2 cortract

¥
clause, While current contract language recognizes the doctrine,
it functions, by and larpe, apart from contractual lanpuane, Dif_cerine

site conditions, on the other hand, is the subject of a standard
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contract clause.41
That a construccive change may occur or that differing site
conditions may be encountered are both contingencies for which the
Government may become contractually liable, How these contingent
liabilities relate to the Anti-Deficiency Act is the subject of this
section,

1. Constructive Changes,

a, Constructive Chanses Described.

One of the major uses of the Changes clause is to
serve as the basis for administrative claims by a
contractor for additional compensation for extra work
performed during the course of a Government contract,
When a contractor performs work beyond that required by
the contract, and it is perceived that such work was
ordered by the Gnvernment or caused by Government
fault, it is found that a constructive change has
occurred, Under common law contractual analysis such
fact patterns would more likely by placed under
theories of implied contract or breach of contract, but
the administrative procedures developed for the
resolution of disputes in “»deral contracts prevented
the boards of contract appeals from using these
theories., Hence, these boards developed the alternate
theory of constructive changes,

o6 02

While the scnpe of constructive changes has become
very broad, one board described the eiements of such
changes as being simple in their nature. See Industrial
Research Associates, Inc., DCAB WBE-5, 48-. BCA ¢ 7069
(1968) at 32,685-86:

[} [
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As we see it, the constructive change doctrine is
made up of two elements--the "change" element and the
"order" element. To find the change element we must
examine the actual performance to see whether it went
beyond the minimum standards deranded by the terms of
the contract. But, this is not the end of the matter.,

The "order" element also is a nccessary ingredient in
the constructive change concent. To be conpensable
under the changes clause, the change must be one that
the Government ordered the contractor to make. The
Government's reoresentative, by his wordls or his decis,
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must require the contractor to perform work which is
not a necessary part of his contract, This is something
which differs from advice, comments, suggestions, or
opinions which Government engineering or technical
personnel frequently offer to a contractor's employees.
Using this analysis, any Government action or
communication could be characterized as a ronstructive
change if it was found to have forced or induced the
contractor ~o undertake extra work. The result is that
a wide variety of occurrences during contract
performazge have been held to be constructive
changes.

The authors of the above quote have categorized the "wide variety
of occurrences" which may be found to be constructive changes to
include 1) disagreements over contract requirements, 2) Government
provision of defective specifications and nondisclosure of information,
3) acceleration of the contract schedule, and 4) hindrance or failure

4 .
to cooperate. 3 In addition, a Government caused delay, such as a
constructive suspension of work, may be treated as constructive

change.44

b. Constructive Chanpes and Fund Availability.

The standard changes clauses give the Government very broad
discretion to order changes within the scope of the contract work, and
2llow the contractor an "equitable adjustment" in the contract price on
account of such a change.45 The difference between an ordered
change and a constructive change is that the latter type simply occurs
without regard to the normal administrative controls on contract
modifications, Thosz controls are described in FAR Part 43. The policy
regardinn contract modifications is as stated in FAR 43,102, Policy:

(a) Only contracting officers acting within the scope

of their authority are enpovered to execute contract
modifications on behalf of the Government,
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(b) Contract modifications, including changes that
could be issued unilaterally, shall be priced before
their execution if this can be done without adversely
affecting the interest of the Government, If a
significant cost increase could result from a contract
modification and time does not permit negotiation of a
price, at least a maximum price shall be negotiated
unless impractical,

Anti-Deficiency Act concerns in ordered changes are addressed by
the policy set forth in FAR 43,105, Availability of funds:

(a) The contracting officer shall not execute a
contract modification that causes or will cause an
increase in funds without having first obtained a
certification of fund availability, except for
modifications to contracts that--

(1) Are conditioned on availability of funds (see
32.703-2); or

(2) Contain a limitation of cost or funds clause
(see 32,704),

(b) The certification required by paragraph (a) above
shall be based on the negotiatied price, except that
modifications executed before agreement on price may be
based on the best available estimate.

Therefore, subject to the above exceptions, the contracting officer is
required to have available funds before entering into the contract
nodification,

However, constructive changes may not be identified until after

costs have been incurred. FAR 43,104, Notification of contract changes,

recognizes this fact:

L 23
-

(a) When a contractor considers that the Government
has effected or may effect a change in the contract
that has not been identified as such in writing and
signed by the contracting officer, it is necessary that
the contractor notify the Government in writing as soon
as possible. This will pernit the Governnent to
evaluate the alleged change and (1) confirm that it is
a change, direct the mode of further performance, and
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plan for its funding; (2) countermand the alleged
change; or (3) notify the contractor that no change is
considered to have occurred. (Emphasis added.)

The constructive change doctrine, therefore, creates the
possibility of an Anti-Deficisncy Act violation. There is probably no
way to avoid this possibility without doing away with the doctrine
altogether.46 The various notice requirements in the changes
clauses attempt to limit the Government's retrospective liability.
Particularly, the construction contract changes clause states that no

costs on account of the constructive change '

'shall be allowed for any
costs incurred more than 20 days before the Contractor gives written
notice [of the change]"47 However, the courts and boards do not
uniformly uphold these notice provisions.48 As the constructive

change doctrine does show such resiliency and resistance to limitation,
the possibility of creating a deficiency on its account will probably

remain,

¢. Contractor's Recovery When Constructive Chanse Results in

Deficiency.

In light of the fact that a constructive change nay cause a
deficiency in an appropriation, who must bear the risk of that
possibility? In other words, "May a contractor recover his costs on
acccunt of a constructive change which causes a deficiency in the
appropriation?" The question should be able to be answered by reference
to the section in Chapter II dealing with the status of contracts when
the supporting appropriation becomes deficient.49 There, the rule
vas stated that if the contractor had either actual or constructive

notice of the deficiency, he could not recover, If the contract were




ARy
DA T S
- AP R

v

a ¢ .'
te o4 4 e

. K’V:'i

. . .
S
_‘a"'.,z.,'. .

'S

P ol Y

-118-
funded from a general appropriation which might support any number of
contracts, he would not normally be charged with notice. If, however,
the contract were funded from a specific appropriation or there were
specific statutory spending limitations applicable, he would be charged
with notice, barring recovery.
However, where the deficiency is caused by events which may be

characterized as constructive changes, the Court of Claims has modified
its position denying recovery in the case of specific statutory funding

limitations, In Anthony Miller Inc. v. United StatesSO the court

dealt with a funding limitation of $16,500 per unit of housing
constructed under Government mortgage guarantees pursuant to the
Capehart Act.51 The contractor had compieted performance, and was
entitled to recover well over $16,500 per unit but for the ceiling
imposed by the Act. The Government took the position that the ceiling
of $16,500 was the limit of its authority to make payment, and that the
contractor had notice of this limitation. The Court of Claims, however,
found that the ceiling was not intended by Congress to impose an
absolute limit on expenditures, but stated that the contractor could
not totally disregard the ceiling price. The court distinguished
between costs within a contractor's control, such as "simple extras,"
and those which are beyond his control, such as extra costs to overcome
defective Government specifications. The court allowed recovery for the
Government caused increases in cost, but denied recovery for the

52

extras,

Likewise, in a similar situation in Ross Construction Corp. v.

United States53 the contractor was faced with a per unit spending
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limit imposed by the Capehart Act. The contractor had incurred costs in
excess of the limit on account of changed conditions, defective
drawings, and erroneous Government interpretation of the
specifications, The Government conceded that the contractor was
entitled to the excess costs unless precluded by the funding

. . 54 55
limitation.” The court allowed recovery for these costs.

The costs involved arose from situations that could have been
handled as constructive changes. This would indicate that at least
where the change is the result of Government fault, contractor recovery
would not be barred by funding limitations. But, where the change might
result from something other than Goverament fault, the court in Anthony
Miller warned the contractor:

In order to prevent an accidental over-obligation of
funds, the contractor should, before performing the
extra work, insist on a formal written commitment by
the [agency] that the extra will not cause the total
cost to exceed the,..limitation....The contractor knows
the amount that has been expended and the total amount
of the insurable mortgage. He should at all times be
wary of the limit. Ve realize that this adherence to

formalities places more than normal responsigélity on
the contractor, but we think it is required.

In Ross Construction the court added that to place such a requirement

on the contractor would serve "the legislature's prime purpose to
prevent escalation of costs...without turning the contractor into a

helpless victim of the [Government's] fault or of unexpected external

conditions.," (Emphasis added.)57 In Ross Construction the court

also acknowledged the similarity between the spendinz linitation
imposed by the Capchart Act znd that imposed by the Anti-Deficiency

58 . . . -
Act.”” Therefore, changes resulting from both Governnent fault and
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unexpected external conditions may not bar recovery even in face of
funding limitations,
It should be not2d that these cases may represent a departure from

59

the earlier Supreme Court case, Sutton v, United States.”™  In that

case, a specific appropriation was made for the dredging and excavation
of a channel into Tampa Bay, Florida. Due to the fault of Government
inspectors more work was done than could be funded from the
appropriation, This situation would fall within the definition of
constructive change. The "order" element is satisfied by the work
having been untertaken due to the mistaken direction of the Government
inspectors, and the change element is satisfied by the fact that the
only work supposed to have been accomplished was that which could have
been adequately funded within the specific appropriation. The Supreme
Court denied recovery to the plaintiff-contractor on the theory that
the amount of the specific appropriation was an absolute limit on the
Government's authority to pay, and the contractor was deemed to have
had notice of the limits of this authority.6o That the deficiency

was due entirely to the fault of the Govcrnment inspectors, and that
the contractor had reasonably relied upon the inspector's errors did
not alter the outcome.61 Therefore, it cannot be said with

certainty what would be the result if the Supreme Court were presented

with a situation such as was present in Anthony Miller or Ross

Construction.




r
¢
"
9
\
!
R

~-121-~

d. Source of Funds for Contractor Recovery in Constructive Change

Cases.

It should be noted that in the case where, in the face of a
deficiency, a court or board would find that a constructive change had
occurred and allow the contractor to recover, the contractor is not
paid out of the relevant appropriation. (This should be obvious because
there is no money in the appropriation.) Rather, he is paid out of the
"judgment fund" created by 31 U.S.C. § 724a. This fund is initially
used to pay all court and board judgments rendered against the United
States.62

There is some rationality to this where the Government contests
that a constructive change has occurred. In fact, if the Government
were successful in arguing that nc¢ change had occurred, then there
would be no deficiency. However, the wisdom of this practice is subject
to question in the situation where the Government does not contest that
a constructive change has occurred or that the contractor is otherwise
due the money, but simply doesn't pay the contractor because it has no
money in the appropriation. In such instances, where the courts have
allowed recovery, they have done so as a result of contractor suits
brought for breach of contract. The breach was the Government's failure
to pay in accordance with the terms of the contract.63 The
scenario, then, is that 1) contractor performs the work, 2) Government
acknowledges that the contractor has done the work, 3) Government
doesn't pay for the work (because it has no money in the
appropriation), 4) contractor sues the Government for breach of

contract in the Claims Court, and 5) the contractor recovers from the
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judgment fund., This scenario suggests a means whereby the
Anti-Deficiency Act may easily be circumvented.

So long as the courts make available the judgment fund to fund
deficiencies, there mav be little incentive for either industry or the
agencies to take more seriously the requirements of the Anti-Deficiency
Act. In fact, two comments from outside the Government in response to
the GAO's decision declaring the Insurance--Liability to Third Persons
clause illegal indicate that industry appears to regard the above
described series of events virtually as standard operating procedure.
In its letter to the Comptroller General regarding B-201072, the Public
Contracts Law Section objected to GAO's limitation of liability
language, among other reasons, because, "[T]his limitation may preclude
the contractor's recovery in the U,S. Claims Court of the difference,
if any, between the amount available for reimbursement under the
contract and the amount that may be recovered under the Court's
judgment."64 GAO required the limitation of liability in order that
the absolute maximum extent of Government liability would be
contractually understood. This was in order to comply with the
Anti-Deficiency Act. But, the Public Contracts Law Section objects,
seeming to take for granted that even in the face of the funding
limitations of the Anti-Deficiency Act, contractors should be able to
recover in the Claims Court,

Likewise, regarding GAO's limitation of liability languane, che
Aerospace Industries Association of Anerica protested to the Defense

Acquisition Regulatory Council:
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The provision suggested by GAO may serve to bar a
contractor's action in the Court of Claims for breach
of the Government's promise to reimburse the
contractor's costs. This is inconsistent with the
current practice where a contractor can obtain full
compensation in the Court of Claims and Congress
regularly ggpropriates funds to satisfy the Court's
judgments.

This evidences private sector recognition of the possibility of
deficiency situations. It also evidences that even given the
possibility of deficiency situations, industry shows a willingness to
contract with the Government, understanding that the Claims Court may
"bail it out" of any deficiency situation, It would seem that to the
extent this procedure is regarded as the normal way of doing business,
the Anti-Deficiency Act and its purposes have been thwarted. In light
of that, it may be appropriate for the courts or the legi.lature fairly
to place even greater responsibility on contractors to ensurz that they
are not performing worl which causes the financing appropriation to
becone deficient.

On the other hand, Fenster and Voltz believe the Government to be
at fault in not planning the funding for these types of contingent
liabilities:

The Government is required by the [Anti-Deficiency Act]
and its related statutes, to have funds currently
available to cover at least the governments's own
estimate of the value of such obligations [as may arise
from disputed claims, escalation costs, amounts due the
contractor by reason of defective specifications, and
many other such obligations]. The Comptroller General
appears ton agree:

[T]he recording of obligations under 31 U.S.C. & [1501]
is not the sole consideration in deternininy violations
of [the Anti-Deficiency Act and the Adequacy of

Appropriations Act]. Ve believe that the words "any
contract or other obligation" as used in [the
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Anti-Deficiency Act] encompass not merely recorded
obligations but other actions which give rise to
Government liability and will ultimately require the
expenditure of appropriated funds. [O]ne example of
such action [is] conducted [sic] by a Government agency
which would result in Government liability through a
clear line of judicial precedent, such as through
claims proceedings. [Emphasis added].

This is a clear and accurate statement of the law, If
government procurement agencies would follow it,
violations of the Act would be far less frequent due to
a more realistic appraisal of the extent of the
obligations actually incurred if not yet due for
payment. Government officials continue to be obsessed
with a "cash flow" misinterpretation of the Act,
however., Our experience has shown that the government
has not changed its ggactices in this regard.
(Citations omitted.)

As an example of their experience, Fenster and Voltz cite an
instance where the Navy was relying "upon a reserve fund with as little
as $200 million available to cover obligations which by the Navy's own
estimate, [were] wor:h at least $2.7 billion."67

It would therefore appear that consideration needs to be given to a
means whereby both the Government and its contractors would be
"incentivized" to take more seriously the requirements of the

Anti-Deficiency Act. The simplest way to do this would be to eliminate

the judgment fund as the means to fund deficiencies. To do this, and to

be fair to contractors, however, would necessitate making the law clear

P
Pl £

that in the face of a deficiency and without some added assurance of

-,

payment, the contractor would have the right to stop work on the

Ty vwv

contract., However, as discussed in Chapter II, the law is not at all

A

clear on that point, and at times, the Government has taken the

AT

position that contractors have no such right.68

WSS
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2, Differing Site Conditions,

a., Description of the Clause,

The Differing Site Conditions clause69 is a required clause for
all fixed-price construction contracts when the amount thereof is
expected to exceed the small purchase limitation and is optional
otherwise.70 The background and purpose of the clause have been
explained as follows:

One of the major risks of a construction project is
the determinacion of the subsurface or physical
conditions which will be encountered. Unless a
contractor has made an extensive analysis of these
conditions by means of borings or otherwise, he would
probably have to include a contingency to cover
unfavorable conditions if he is required to assume the
full risk, On the other hand, the Grvernment normally
has information as to these conditions at its disposal
prior to soliciting bids on the construction project
and does not want each contractor to incur the expense
of maliing borings or underground investications. The
Government's response to this situation has been to
relieve its contractors of the risk of encounterin:
subsurface or physical conditions which differ from
those indicated in the contract or ordinarily
encountered. The means of relieving the contractor of
this risk is by using a standard clause promising an
equitable adjustment in the event a different conditica
is encountered. Note that the clause also removes som:
risl: from the Government by providing for an equitabl:
ad justment decreasing the price i;lthe conditions are
found to be better than expected.

GAO has recognized the use of the clause in 37 Comp. Gen. 691

(1958), and, applying accounting rules, has stated:

Regarding the excavation contracts, there is always a
possibility that material may prove to be harder,
denser and more difficult to excavate than could have
been anticipated from the plans and specifications or
from other available information. This possibility
alone does not constitute a contingent liability
requiriny recornition in a financial statement or its
footnotes, But circumstances may arise in conncction
with the contracts for construction,..that would

b e o SR AP Pl By i i A
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require disclosure before any claims had been made
because of their possible impact on the [Government ]
Corporation's financial condition, No hard and fast
rule can be laid down as to the circumstances that
would require disclosure. Judgment would have to be
exercised wityzrespect to the possible financial
implications.

This was obviously being writtcn from an accounting perspective.
The Comptroller General was concerned with presenting an accurate
financial picture of the Saint Lawrence Seaway Development Corporation,
not with Anti-Deficiency Act violations, Furthermore, this opinion
predates 54 Comp. Gen, 824 (1975) by several years, Thus, its
importance today is only in that it demcanstrates that GAO is aware of
the clause and hov it operates,

Tiio clause provides that the contractor is entitled to an upward
equitable adjustnent in the contract price if the physical conditions
2t the construction site cpouse areater efifort and expense than
contenplated by the parties, The Governmernt assumes the risks of more

onerous physical conditions at the site.

b. The Jifferina Site Conditions Clausc and the Anti-lheficiercy

.\Ct L3
Unlike the ccononic price adjustment clauses, which limit the
Governrent's liability to, at most, ten perceat of the agreed unon

73 . , . . . . ,
costs, = or incentive contracting which iz subject to a naxinurm

s . h . . , , . .
ceiling price, " t'e contingent Jiablity assumad by this c¢iause is

not limited ipn arnount, Thore is no maxioum dollar linit ar formula
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The obligation s indeterminate in amount, and, therefore, may
exc.ad the amount in the relevant appropriation. This would appear to
be an Anti-Defi.iency Act violation.

c. Effect of the Notice Provisions.

An Anti-Deficiency Act viclation, however, may be prevented by the
clause's requirement that the contractor give notice to the Government
of the materially differing conditions before the conditions are
disturbed.75 If notice is given before conditions are disturbed,
then presumably the notice has also been given before any additional
expenses would have been incurred in site preparation. If, upon
investigation, the contracting officer determines that there arc
insufficient funds in the approu,riation to complete the project in
lizht of the differeins site conditions, he may have available the
option of terminating the contract for convenicnce, In Torncello £

Soledad Enterprises, Inc, v. United States76 the court said that

ternination for convenience is available to the Government in
"situations where the circumstances of the bargain or the expectations
¢? the rarties have changed sufficieatly chat the [termination for
convenience] clause serves oniy to allocate risl:‘."77 As the
Government has assumed the risk of differinn site conditions, it
therefore, may have the ripght to determine the course of action in
licht of thos: chanred conditions,

On the other hand, there is a question if Torncello could not be
read another way, That is, if the Terminzgtion for Convenlence Clause ic
only available to the Government as a rish allocatine device in th2

situation whore the evpectation of the narties chanre beyond thoze
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bargained for, may the Government exercise its termination for
convenience right in a situation where the parties have already
bargained regarding the possibility of changed conditions? That risk
has already been allc.ated by the Differing Site Ccnditions clause to
the Government, The only risk remaining to bz allorzted by the
Termination for Convenience Clause would be the risk of adequate
funding availability in light of the changed conditions. lhile it is
unlikely that Torncello could be read so broadly as to deny the
Governnent tne right to terminate in the face of a deficiency or
potential deficiency,Y6 the Differing Site Conditions clause itself
does not address the (  ernment's rights, if any, in the face of
changed conditions. Only the contractor's right to an equitable
ad justment is stated,

c. Conclusion.,

Thus, although on its face the clause appears to obligate the
Government for an indeterminate contingent liability, the
practicalities of the situation in which it would come into play are
such that no expenses should be incurred without ccntracting officer
approval, So long as the contracting officer has the option to
terminate for convenience, no overobligation should be created., If the
contractine officer ware to give approval to proceed in licht of the

differiny site conditions and without counsidering the funding

situation, he would be doing so at the peril of causins an

Anti-Deficiency Act violation.

AN I
-

.
e -

Nt

A i A
e ! ey,
P '. PRI

s Y
|




x X .‘ ettt

.'.‘-“:’-
A

‘4
'. Av"‘. .
IR

L
.
‘Y .-.

D)
LN I .
o0, J
. “

~-129-

D

D.
TERHINATION ISSUES

The Government always retains the right to itself to terminate its
contracts for convenience. This right is stated in the Termination for
Convenience clause.79 The clause represents such a basic
procurement pclicy of the Government that the clause will be "read
into" any Government contract in which it was inadvertently left
out.80 In the past the Government's right to terminate for
convenience has been held to be virtually unfettered.81 However,
the Torncello case82 limits the Government's right to use the
clause to situations involving risk allocation. But, the strict holding
of Torncello is only that the Government may not use the clause to
exculpate itself from a requirements contract only to have the contract
worl: performed (less expensively) otherwise.83 Therefore, the
Government's right to terminate contracts for convenience remains quite
broad.

The obligations of the Government upon termination for convenience
are as stated in the clauses.84 They include payment for costs
incurred, profit on work donz, and the costs of preparing the
termination settlement proposal. In a breach of contract situation, the
contractor's recovery may also include anticipated profits. This is
denied under the Termination for Convenience clause. This is the basic
difference in recovery between breach of contract and ternination for
convenience.85 The Anti-Deficiency Act «uestion raised by the
exercise of the contractual right to terminate {or convenience is

whether or not the Government will have enough norey availeble to fund
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its termination liability. If it is assuned that the amount of a
termination settlement can never exceed the cost to complete the
contract, and if the contract were adequately funded at execution, then
there would never be an Anti-Deficiency Act problem in the event of a
termination for convenience, Indeed, if it cost more to terminate the
contract than to complete it, then the economics of the situation would
dictate that the Government not exercise the Termination for
Convenience clause.

Therefore, the only situation in which the Anti-Deficiency Act
should create problems on termination is where the contract was not
adequately funded to completion from the start. There are two areas in
which this is the case. Both of them involve multiyear contracting, and
the problem is the funding of ternination liability. The first casc
involves nultiyear contracting and the failure of Congress to continue
to fund multiyear contracts for years beyond the currently funded ycar.
The second one concerns termination liability accruing to the
Government from the operation of the DOD Special Termination Costs
clause. This section analyzes the procedures surrounding multiyear
contracting and the use of the Special Termination Costs clause in

light of the Anti-Deficiency Act.
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1. Multiyear Contracting.

a. The Concept of Termination Liability in Multivear Contracting.

The concept of multiyear procurement has already been intre” zed in
Chapter IV, C, 2. There the statutory basis for such contracting was
discussed. The concept of termination for convenience was briefly
described above. Another concept essential to an understanding of
termination liability in multiyear contracting is "cancellation.,"
"Cancellation" is a term unique to multiyear contracts. It is, "The
unilateral right of the Government not to continue contract performance

for subsequent fiscal years'

requirements. Cancellation is effective
only upon the failure of the Government to fund successive [fiscal
. . "86 . .
year] requirements under the contract., This section focuses on
the contingent liability that accrues to the Government from
termination liability on multiyear contracts. Termination liability is
the maximum cost the Government would incur if a contract is
. 87 , .
terminated.” ' “In the case of a multiyecar contract terminated
before completion of the current fiscal year's deliveries, termination
liability would include an amount for both current year ternination
38
charges and outyear cancellation charges,' The reason it is

stated that termination liability would include both types of charges

before completion of the cvrrent fiscal year is that at the end of the

fiscal year, the current year's work vould be completed; there would be
no work left to be terminated, and hence no termination liability on
that account, (Only cancellation charces woull remain. (UI course, the
vovernneat would have to pay for the conpleted worit,)

Current year termination settlements would include the anounts
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referred to above: cost of work comnleted, profit on that work, and
expenses of the termination settlement. The cost of these charges would
be funded with current program funds (the cost of termination being
less than the cost of completion of the entire year's purchase). The
"outyear cancellation charges" would include the contractor's
unrecovered nonrecurring costs and may also include recurring costs
associated with the cancellation.89 Nonrecurring costs inclnde:
Those production costs generally incurred on a

one-time basis including such costs as plant or

equipment relocation; plant rearrangement; special

tooling and special test equipment; preproduction

engineering; initial spoilage and rework; pilot runs;

allocable portions of the costs of facilities to be

acqusred or established for the conduct of the work;

costs incurred for the assembly, traininc, and

transportation of a specialized work force tgoand from

the job site; and unrealized labor learnin<,

Thus, it may be argued that these costs are not truly contingent
liabilities, They are costs that the contractor will recover no matter
what happens to the program being acquired pursuant to a multiyear
contract, It is simply a matter of among how many units these costs
will be spread., They are all fixed costs. They will be divided amonn
the total number of units produced, If the multiycar contract is seen
through to completion, they will be spread over a greater number of
units, If the multiyear contract is cancelled before completion, the
cost in effect will be divided among a smaller number of units (tho
number of units completed). As far as the contractor is concernecd,
these costs are simply a matter of "pay ne now, or pay re later." Thie

ic the sense in which the nonrecurrin~ costs of a carcellation char e

on multiyear procurenent are not "truly contincent,"
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However, they are contingent in the sense that, on account of the
cancellation, they are unanticipated costs of the fewer number of units
produced. They will only be incurred with respect to the completed
units (allocated to the completed units) if the contract is cancelled
or terminated.

On the other hand, the recurring costs of cancellation or
termination of a multiyear contract are truly contingent. They are,
"Production costs that vary with the quantity being produced, such as
labor and materials."91 The labor costs involved in terminating a
contract (such as superintendence and the like) are not the labor costs
involved in completing the contract. As they would only be incurred in
the event of cancellation, they are "truly contingent."

10 U.S.C. § 2306(h)(2)(B) allows the cancellation provisions of a
multiyear contract to include both nonrecurring and recurring costs. As
will be discussed below, neither of these costs is presently funded.

b, GAO's Legal Analysis of Funding Requirements for Multiyear

Contracting.
In 48 Comp., Gen. 497 (1969) the Comptroller General considered the

propriety of contracting in a manner substantially similar to
multiyear, although without benefit of statutory authorization. The
situation involved the leasing of automatic data processing equipment.
The lease was tor a one year period with renewal options. In the event
the renewal options were not exercised, the Government would become
liable for an additional charge, not unlike a cancellation charge on a
multiyear contract. GAO approved of this practice with the following

proviso regarding funding:
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[W]e have no legal objection to contracting for
reasonable periods of time in excess of one year
subject to the condition that suificient funds are
available and are obligated to cover the costs under
the entire contract. Nor...would we have any objection
under revolving funds to contracts for a basic period
with renewal options, provided funds are obligated to
cover the costs of the basic period, including any
charges pavable fgr failure to exercise the options.
(Emphasis added,)”™

The maximum liability to the Government on any such contract would
be 1) the cost of performance for the funded period plus 2) any costs
arising in the event the contract should not be continued into the
subsequent period. Those costs are the '"cancellation" or "termination"
charges. So long as the Government had obligated sufficient funds for
the basic period of the contract and had either obligated (assuming the
liablity met the requirements for a valid obligation, which it probably
would notgs) or committed (administratively reserved) funds for the
termination liability, there could not be an Anti-Deficiency Act
violation. The Government would always have available sufficient funds
to pay its maximum liability,

The only options available to the Government at the end of the
funded term would be to fund a subsequent term or terminate. As fundinj;
the subsequent term is contingent upon an appropriation of funds, the
only way to ensure presently that the Government has adequate funding
is to reserve the termination liability. Therefore, GAO concluded that
funding the termination liability was required by the Anti-Deficiency

4
Act.g*
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c. Concressional "Policy" on Funding Termination Liability.

About the same time as GAO was opining thusly, the Illouse of
Representatives Committee on Appropriations reported on the DOD
Appropriation Bill, 1968, This was prior to the time of the enactment
of the 1981 amendments to 10 U.S.C. § 2306, giving statutory
recognition to multiyear contracting. The budget requests submitted by
the Department had included amounts to fund termination liability on
multiyear contracts., Including such amounts was in keeping with the
funding requirements as put forth in GAO's above quoted opinion.
However, regarding the prractice of funding termination liability, the
Committee said:

One of the methods utilized by the Departnent of
lefense tna achieve economies in Defense procurement has
been the use of multiyear contracts. Such a procedure
enables the military service concerned to present to
industry sizable procurenent paclkages, which generally
results in more interest in the industrial community
and in more satisfactory competitive procurements. It
provides a stability in production which frequently
reflects decreased costs to both the contractor and the
Government, The use of this method of contracting has
been particularly successful in procurement programs of
the Department of the Army. In the past few years it
has also been successfully utilized in the Navy,
primarily in the shipbuilding program. A featurc of
this program in the past has been the funding of
potential termination charges in the initial request
for appropriations, These charges would, of course,
only be incurred in the event it was necessary for the
Government to terminate the contract for reasons other
than contractor liability. Little, if any, use has been
made of these potential termination charges to date. As
a result, they have been applied systematically to
subsequent procurements with some reduction in total
appropriation requirements, The growing use of this
method of contracting has, however, led to the
potential of tying up considerable suns of money for
potential termination charges in various programs. The
Conmittee feels that, since the Governnent is basically
a self-insurer and since this method of procurenent
contracting has proved itself as a proper and reliable
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means of procurement management this policy can be
changed. Accordingly, it has deleted the funds
requested for termination charges in multiyear
contracts proposed to be initiated with funds approved
in the fiscal year 1968 program., This has resulted in
decreases in the appropriations for the Army program
for the procurement of equipment and missiles of $32.9
million, and in the Navy shipbuilding and conversion
program of $14 million., Should termination charges be
required at a later date for any of these programs, the
Committee will cooperate with tag Department of Defense
in making such funds available.

The expressed theory rationalizing the failure to fund these
liabilities betrays the Committee's failure to understand the
difference between the Government's policy of self-insurance and fiscal
law.96 Being a self-insurer of one's own property and tort
liability has nothing to do with creating contractual obligations. But,
creating contractual obligations has everything to do with the
Anti-Deficiency Act.

In any event, Congress chose, therefore, not to fund the
termination liabilities in question. As a result of any multiyear
contracts entered into on the affected programs, the Government became
obligated for unfunded contingent liabilities. GAO's analysis requires
all contingent liabilities not limited in amount to available
appropriations or entered into pursuant to "express statutory
authority” to be funded. Therefore, unless it can be construed to fall
within the "unless authorized by law" exception to the Act, the failure
to fund these liabilities would amount to a violation of the
Anti-Deficiency Act.

GAO dealt with this question in B-159141, Aug. 18, 1967, That case

presented a situation factually similar to the above described case

where on a committee recommendation, Congress declined to fund the
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Government's termination liability. The matter involved the FAA and its
termination liability on the supersonic transport (SST) program. The
House Appropriations Committee directed the FAA not to reserve any

amounts for termination liability, and amounts therefor were deleted

from the House version of the 1968 budget.97 FAA wrote GAO asking

for comment on the following proposition:

Assuming no contrary intent is indicated by the Senate,
[the FAA] would consider the...language of the House
Re-ort as a clear recognition of the Government's
obligation to refund the contractor's cost shares in
the event of a termination for convenience or failure
to fund a cost overrun. We would also view this
language as a Congressional authorization--in fact a
mandate--for the FAA to fund the SST contgacts without
maintaining any reserve for this purpose.

GAO responded:

Resolution of the questions presented by you involves
the proposition of whether the direction of the
Committee on Appropriations as set forth in the House
Report No. 484, coupled with the passage of the
appropriation act with reductions as recommended and
explained in the committee report, may be viewed as
constituting the proposed action as one "authorized by
law" within the meaning of that term as used in the
"Anti-Deficiency Act." We believe that such legislative
action affords ample support for an affirmative
conclusion to the proposition, The course of action to
be taken by the Federal Aviation Administration is
clearly spelled out, the obligation of the Government
to the contractors is recognized, and it is
contemplated v, +*he Committee that such action will
result in better utilization of financial resources
coupled with closergand tighter control by Congress
over program COSCS.

Therefore, it would appear that oversight committee recommendation
or direction not to fund a contingent liability reserve coupled wich
Congressional concurrence as evidenced by a declination to appropriate

funds for such a reserve is within the "unless authorized by law"
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exception to the Act., It is tantamount to the express statement of
contract authority, "without regard to an appropriation therefor."
What is most telling about this case, however, is not that GAO
found in essence that there could be "contract authority by
implication.” Rather, it is that the question had to be dealt with at
all. Congress' "direction" was such that the agency could not be sure
that, if it followed that direction, it would not be violating the
Anti-Deficiency Act. One has to question why Congress, itself, could
not operate within the context of clear, accepted, familiar terms of
art when approaching such matters. And, the issue was not so clear
that, in answering the question, GAO could provide a simple, "yes."
Instead, the best they could do was state that there was "ample support
for an affirmative conclusion to the proposition." (That is, in GAO's
opinion, "Yes.")
Nevertheless, in consonance with such Congressional direction as
described above, the DOD Accountiag Manual provides:
In the case of multi-year contracts which provide for

cancellation charges in the event it is necessary for

the government to cancel the contract for reasons cther

than contractor liability, the contingent liability is

not recorded as a commitment. Any such cancellation

charge must be recorded as an obligation when it

becomes necessary to cance}obhe contract and the
contractor is so notified.
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d. The Lepal and Practical Effects of Congressional Decision Not to

Fund Termination Liability.

Whether or not this situation violates the Anti-Deficiency Act,
there may still be a question about the ability of a contractor to
recover in the Claims Court., If perchance an affected program should
be terminated without sufficient funds to pay the termination
liability, could the contractor recover ir the court? This issue has
never been litigated. However, certain opinions have been expressed.

Fenster and Voltz argue that an appropriation bill cannot repeal by
implication permanent legislation:

[T)he Supreme Court has stated that when it is faced
with an appropriation which either violates or repeals
by implication the existing law, it will enforce the
law and ignore the appropriation, In Tennessee Valley
Authority v, Hill (The Snail Darter Case), the Court in
effect took the position (1) that it would under almost
no circumstances find a "repeal by
implication"~--especially a selective repeal whicn
purports to leave the underlying law untouched; and (2)
that if Congress did not like the consequences of
rigorous enforcement of its permanent legislation, it
should act directly to change the law, not try to have

things both wayslax funding government actions which
violate the law.
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contracts in a deficient funding status can be "ratified" by Congress

v a
PR
P
MM
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policy. Therefore, the contractor should net be able to recover if the

matter were to go to court.102

In 51 Comp. Gen. 598 (1972), GAO came to a similar conclusion
regarding an unfunded contingent liability. There the Navy was
considering entering i-.to long term ship leases:

The charters will provide an initial term of 5 years
following the construction period and either with
options to renew for fifteen consecutive l-year periods
or with optional renewal provisions for three
consecutive 5~year periods with the Government having
the priyaﬁege to terminate at the end of every 6-month
period.

The leases required the payment of termination charges in the event
any of the renewal options should not be exercised., GAO said:

[The Department quotes] a sentence from 48 comp. Gen,
497 indicating that we have no objection under
revolving funds to contracts for a basic period with
reneval options, providing funds are obligated to cover
the cost of the basic period, including any charges
payable for failure to exercise the options., The
instant proposal is different however in that no cash
is being set aside to cover the termination charges for
the failure to exercise any of the options, This is
authorized during the fiscal year 1972 by section 739
of the Qsaartment of Defense Appropristion Act,

- 1972...

b,

;\v‘:

- GAO discusced that section as follows:

.

if‘ Also, section 739 of the Department of Defense

- Appropriation Act, 1972...provides as follows:

"

f”: During the current fiscal year, cash balances in
e working capital funds of the Department of Defense

. g cap

] established pursuant to section 2208 of title 10,

. United States Code, may be maintained in only such
;{: amounts as are necessary at any time for cash

o disbursements to be made fron such funds: Provided,
% That transfers may be made between such funds in such
— amounts as may be determined by the Secretary of

N Defense, with the approval of the Office of Management
o and Budget,

~7

b
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An examination of the legislative history of this
provision discloses that language similar thereto was
contained in the Supplemental Defense Appropriation
Act, 1966,..In approving such provision the House
Committee on Appropriations in Report No. 89-1316
stated that--

The recommended Section 101 provides autherity for
the Secretary of Defense to transfer cash balances
between working capital funds of the Department of
Defense in such amounts as he may determine, with the
approval of the Bureau of the Budget. This language is
intended to provide operational flexibility as among
the working capital funds, particularly ihe stock funds
of the various military departments and the Department
of Defense so as to alleviate situations wherein one
fund may have an excess of cash while another might be
temporarily short of cash. This section also contains
language prescribing minimum cash balances for working
capital funds in such amounts as are necessary at that
time to meet cash disbursements to be made from such
funds., This authority provides, in effect, relief from
certain administrative interpretations of [the
Anti-Deficiency Act] in such a manner as to minimize
the amounts of cash necessary to be.tied up in an
inactive status. (Emphasis added.)” -~

This led GAO to conclude:

[T)he Secretary of Defense, with the approval of the
Office of Management and Budget is authorized during
the fiscal year 1972 by section 739 of the Department
of Defense Appropriation Act, 1%/2, to transfer funds
between the Industrial Funds of the three military
departments, In view of the various statutory
authorities relating to the Industrial Funds and the
assurance of DOD that the obligational availability of
the Navy Industrial Fund in fiscal 1972 is more than
sufficienz to cover obligations for the total charges
permitted under the initial periud and all succeeding
obligational periols...we cagagt question the legality
of the proposed arrangement.

GAO thus reasoned that Cong.ess had "authorized" the creation of an
unfunded contingent liability. At least it was unfunded in that no

noney was being rescrved or ctherwise earmarked for the potential
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liability. Rather, the Department was looking to its "obligational
availability" to fund the liability in the event it should come about.
DOD was looking to unobligated balances in the supporting appropriation
and any appropriations from which the Secretary had authority to
transfer funds into that supporting appropriation. Note that the
expressed reason for giving DOD this transfer autbority and for giving

]"107

"relief from...[the Anti-Deficiency Act was so that DOD could

manage the appropriations on a cash flow basis.

However, although GAO acknowledged the authority of the Navy to
assume such a liability, it did not concede the authority of the United
States to pay such liability in the event it should arise in a
deficiency situation, With regard to contractor recovery in the event
the "obligational authority" of the Department should be insufficient
to pay the terminaticn charges GAO said:

We are not convinced that the cases of Myerle v, United
States, 3% Ct,Cl. 1 (1397) and Dougherty v. United
States, 18 Ct.Cl, 496 (1883), which were cited in the
letter from DOD [in support of the proposition that
contractors could recover on a judgment against the
United States in a sitnation where the Government was
without appropriated funds to liquidate a contractual
debt] would be applied in a situation where the
contractor is aware that funds are not being obligated
and set asidelsgr liquidation of the contractual
obligation,..

GAO understood the lease arrangement somehow to be operating as an
exception to the Anti-Deficiency Act, ac far as the agency's authority
to enter into it was concerned, But, because no funds were being
reserved to fund the liability, GAO was not of the opinion that the
contractor could recuover in court. It reasoned that since the

contractor was on notice of the status of funding, he assumed the risk
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of the adequacy thereof.
Fenster and Voltz would add to this argument that the contractor
should not be able to recover for the further reason, once again, that
the courts would hold that Congress cannot in an appropriation act

109 The

repeal by implication a section of permanent legislation.
appropriation act in question gave DOD the authority to transfer funds
among various appropriations. To understand the implications of this,
GAO looked to the legislative history of a piece of similar legislation
and concluded that the transfer authority was tantamount to an
exception to the Anti-Deficiency Act. Furthermore, this excepticn was
being created without regard for providing contract authority to assume

the liability., That is, there was no authority to incur the obligation

in advance of an appropriation. There is only authority to transfer

already apprupriated funds from "unobligated balances" in the accounts
of other funded programs.

However, in the case of the SST termination liability, GAO said
that Congress' failure to fund the termination liability under those
circumstances amounted to congressional recognition of "the obligation

10 This would appear to

of the Government to the contractors."
indicate that the Government had authority to pay the liability in the
event the contingency should occur. One can see differences between the
situation in 51 Comp., Gen. 598 and the other situations. This ad hoc
approach lends itself to nuances among the various situations as they
appear., This makes reconcilation among them a difficult exercise. Such

an approach also makes it difficult to reconcile a given case with

clearly established procedures regarding the legislation of contract
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authority.

It should be noted that (except for the problem involving the SST
which was funded by a specific appropriation of limited amountlll)
this discussion of the effect of Government inability to fund its
termination liability would be regarded by most within the Government
as purely hypothetical. The Department's letter to the Comptroller
General in 51 Comp. Gen. 598 indicates it would be looking to the total
"obligational authority" of the Navy Industrial Fund to liquidate any
termination charges arising under the lease. These amounts in question
were cited for the GAO at the close of several fiscal years, all in
terms of hundreds of millions of dollars.112 The implication is
that amounts available would certainly be sufficient to fund any
termination liability that might arise., It would only be necessary to
reprogram the amounts needed from unobligated balances in other
programs. Notice that this justification for not creating a reserve
fails to take into account the Anti-Deficiency Act's proscription
against advance overobligations,

Similar thinking can be seen regarding Congressional failure to
fund termination liability, The implication of the committee's
statement regarding 1968 DOD appropriations that it would 'cooperate

with the Department of Defense in making...funds available"113 i

n
the event of liability can only be that it would acquiesce in the
Department's reprogramming of funds to cover any such liability. So
long as there are unobligated amounts in accounts subject to being

reprogrammed, the Government could pay any liability arising under a

termination clause, The only other possible meaning to give to the
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statement is that the Committee would urge Congress to make a special
appropriation to liquidate the liability. In either case, this thinking
further evidences what Fenster and Voltz discerned: a failure of the
Government (this time including Congress) to take seriously the Act's
prohibition against obligations in excess of appropriations and its
114

preoccupation with a "cash flow" theory of the Act.

e. The Effect of the "Multiyear Statute,"

The 1981 enactment of the multiyear portions of 10 U.S.C.
§ 2306115 authorized the assumption by the Government of
cancellation or termination liability on multiyear contracts. However,
whether or not they provide contract authority so to obligate the

Government is subject to the same questions as are presented in the

116

payment provisions of the current indemnity statutes. The

wording of the multiyear "payment provisions," 10 U.S.C. § 2306(g)(3)
and (h)(5), is virtually the same as the payment provisions in most of
the present indemnification statutes quoted at Chapter IV,.C.1.d, If it
does provide contract authority, it is less than forthright in so
doing. In commenting on the section of the bill that was to beccme

10 U.S.C. § 2306(h)(2)(B), the Air Force General Counsel said:

Such an obligation [as cancellation charges] must be
funded unless there is specific statutory authority to
incur it in advance of appropriation [citing the
Anti-Deficiency Act]., Statutory emptions from these
provisions are rare and are not tightly granted since
they would involve a substantial deviation from the
normal controls on appropriations and expenditures by
the government, To provide for such an exception in
H.R., 745 we recommend that [the] subsection [in
question] be revised as follows:

A contract described in paragraph (1) may contain a
clause setting forth a cancellation ceiling which may
permit reimbursement of unrecovered recurring and
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nonrecurring contractor costs associated with the
production of items to be delivered under the contract.
Notwithstanding the provisions of...[the
Anti-Deficiency Act] a cancellation ceiling as provided
for in this subsectinn need not be recorded as an
obligati?T7unless the cancellation charge becomes
payable.

Obviously, the recommendaticn was not followed. This
recommendation, however, evidences that even within the Government
there was doubt as to whether or not contract authority had been
created by this statute. Nevertheless, the implication of the
subsection providing that, payment may be made from "appropriations
currently available for procurement of the type of property
concerned...or funds appropriated for those payments"118 is that
payments are not required to be made from a reservation of contract
funds, It further indicates that reprogramming funds from unobligated
balances in "appropriations currently available for procurement of the
type of property concerned" is an acceptable method of financing
termination liability in multiyear contracting.

It is curious, however, that enactment of 10 U.S.C. § 2306(h)(5),

the payment provision, may have been motivated not by Anti-Deficiency

Act concerns, but by the "bona fide needs" doctrine. Very briefly, the

bona fide needs rule is a fundamental principle of Federal

appropriations law which states, "A fiscal year appropriation may be
obligated only to meet a legitimate, or bona fide, need arising in the

fiscal year for which the appropriation was made."119

The question
with regard to paying the termination liability on the previous year's
contract with the current year's appronriations is whether or not that

termination charge meets a bona fide need of the current year.
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10 U.S.C. § 2306(h)(5) makes it clear that termination charges from
prior year's contracts may legitimately be paid with current year's
funds. In commenting on that section of the law, Air Force General
Counsel noted, "[10 U.S.C. § 2306(h)(5)] concerning the availability of
funds for payment of cancellation charges clarifies a potentially
arguable point of fiscal law relating to which fiscal year's
appropriations may be used."120

However, that Congress understands that DOD has authority to enter
into contingent unfundcd obligations for cancellation can be seen by

reference to P,L, 97-377, the joint resolution providing continuing

appropriations for 1983.121 There Congress provided:

None of the funds in this Act shall be available to
execute a multiyear contract which employs any economic
order quantity p-ocurement or which includes an
unfunded contingent liability in excess of $20,000,000
unless the Committees on Appropriations have been
notified in advance: Provided, That no part of any
appropriation contained in this Act shall be available
to initiate multiyear procurement contracts for major
weapons systems e¥55pt as specifically provided herein.
(Emphasis added.)

f. Conclusion.

Thus, it appears that as far as Congress is concerned, DOD has
authority to assume unfunded cancellation liabilities, In light of the
fact that GAO did not question the legality of so doing in 51 Comp.
Gen, 497 or in B-159141, it is not likely that it would do so in the
face of 10 U.S.C. § 2306(h)(5). Whether a court faced with the problem
would conclude that 10 U.S.C, § 2306(h)(5) amounts to repeal by
implication of the Anti-Deficiency Act, decide that che multiyear

statute provided contract authority, or reach some other conclusion
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remains problematical., As the executive branch is acting in concert
with Congress in these matters, however, what the courts would do with
the problem also will most likely remain hypothetical.

2. The Special Termination Costs Clause.

a. Description of the Clause.

The Special Termination Costs clause is a DOD clause for use in

d w123

multiyear contracts that are "incrementally funde In

incremental funding the Government allots to the contract and obligates
only a portion of the amount necessary to complete the work. The
concept has been summarized as follows:

Funds are not available at the time of contract award
to complete a fiscal year's quantity of end items in a
finished, military useable form, Future year
appropriations are required in order to complete the
items or tasks. Incremental funding is commonly used
for [reseiggh, development, test and evaluation]

programs.

i} As more funds become available to the buying activity, more funds
9

- may be allotted to the contract and recorded as an obligation.125

P This process may continue until the contract becomes fully funded. The
% contractor is aware of the limitation of the Government's liability on
EE such a contract through the operation of either the Limitation of Cost

<Y

or Limitation of Funds clause.lz6 Those clauses have been described

©7
above.lé' But, very briefly, they tell the contractor how much of

the total estimated cost of the effort is presently allocated and
available for payment. They further state that the contractor must
monitor his costs and apprise the contracting officer when he comes

within a certain percentage of the allotted amount. The contracting
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officer then musi aliot more money to the contract or the contractor
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has the right to treat the contract as terminated. In any event, these
clauses limit the Government's obligation to reimburse contractor costs
to the estimated amount of cost set forth in the schedule of the
contract. This limit is the maximum Government obligation whether the
contractor's costs are incurred in the performance of the contract or
as a result of termination,

The effect of these clauses is to create a termination liability
reserve, In monitoring his costs, the contractor must consider a hedge
against the possibility of termination. The Special Termination Costs
clause sepregates certain agreed costs, defined to be special
termination costs, and provides that in the event of termination, the
contractor would be reimbursed these costs "[n]otwithstanding the
Limitation of Cost/Limitation of Funds clause" of the contract. Thus,
the cluse excuses special termination costs from the operation of the
Limitation of Cost or Limitation of Fnnds clause much like the
Insurance--Liability to Third Persons clause excuses its indemnity
provisions from the operation of those clauses. (But, the Special
Termination Costs clause does so without a limitation of liability
provision,)

The clause is used most frequently in research, development, test
and evaluation (RDT&E) contracts. The reasons for a different approach
in RDT&E contracting to that used in other multiyear contracting are
that, 1) unlike the procurement appropriations of DOD, RDT&E
appropriations are not subject to the "full funding" policy of
DOD,128 and 2) RDT&L contracting is not covered by the multiyear

procurement statute,
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In relevant part the clause provides:

Notwithstanding the Limitation of Cost/Limitation of
Funds clause of this contract, the Contractor shall not
include in his estimate of costs incurred or to be
incurred, any amount for special termination costs, as
herein defined, to which the Contractor may be entitled
in the event this contract is terminated for the
convenience of the Government. The Contractor agrees to
perform this contract in such a manner that his claim
for such special termination costs will not exceed
$.v00.. The Government shall have no obligation to pay
the Contractor any amount for the special termination
costs in excess of this amount, Special termination
costs are defined as costs only in the following
categories:

(1) severance pay as provided in FAR 31,205-6(g);

(2) reasonable costs continuing after termination as
provided in FAR 31.205-42(b);

(3) settlement of expenses as provided in FAR
31.205-42(g);

(4) costs of turn of field personnel from sites as
provided in FAR 51,205-35 and FAR 31,205-46(c); and

(5) costs in categories (1), (2), (3), and (4) above
to which subiggtractors may be entitled in the event of
termination,

Therefore, in essence, the clause provides for recurring costs of
termination in incrementally funded contracts what the cancellation
ceiling provides for both nonrecurring and recurring costs in other
multiyear contracting. All of the above categories of costs except (4)

are within the definition of recurring costs.130




| i i ety
NI A
- PRI

v v
YT
AR

et at .!'

-151-

b. The Special Termination Costs Clause and the Anti-Deficiency

Act.

The contingent liabilities for which the Government is obligated
under the Special Termination Costs clause are the "special termination
costs" as defined by the contract up to the "not to exceed" amount
stated in the clause, DOD FAR Supplement 49,.7003(a)(3) states that the
clause may be used when "adequate resources are available within
existing appropriated amounts to cover the contingent reserved
liability for special termination costs in the eveut of contract
termination." According to 54 Comp. Gen. 824, the Anti-Deficiency Act
requires that the "not to exceed" amount should be administratively
reserved. This is the only way to be certain that "adequate resources
are available," In accordance with DOD 7220.9-M Chapter 25 C.6.,131
this is not done. That special termination costs are considered in the
same manner as are other contingent termination liabilities can be seen
by reference to AFR 170-13 Section D 26. c. which states, "Commitments
are not recorded for special termination cost clauses or contingent
termination liabilities. Obligations are recorded per AFR 170-8 when
the action to terminate is taken." This appears to be a violation of

the Anti-Deficiency Act.
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c. The History of the Clause,

That such a clause could come into being can be understood by the

fact that it had its genesis within the Air Force as early as

32

1960.132 That predates the 1975 decision of 54 Comp. Gen. 824. At

that time there stood the rule of 42 Comp. Gen. 702, to the effect that
no reserve was required if the chance of the contingency coming about
was remote.133 In spite of that rule, Air Force General Counsel

took the position that a reserve was required. That position and the
further history of the clause have been recorded and traced as follows:

On January 31, 1968, in response to a request for an
opinion whether a Special Termination Cost clause
contained in an Air Force contract might create an over
obligation of funds, [the Air Force General Counsel's]
office expressed the opinion that it could because the
clause included an obligation to pay costs upon
termination that would have been incurred had there
been no termination. Such costs included material and
labor costs for work in process, subcontract costs, and
profit, incurred but not yet paid. These costs which
might be paid upon termination would have been paid if
the contract continued to completion and were said not
represent a contingent liability, but rather an acitual
obligation for which funds must be allotted to the
contract. If funds were not allotted, [Air Force
General Counsel] concluded that there would be a
violation of [the Anti-Deficiency Act].

[Air Force General ccunsel] stated that there was
only a very limited category of costs for which funds
need not be allotted. These are costs which are
incurred only in the event of termination but which
would otherwise not be incurred--i.e., special
termination costs. [He] stated that special termination
costs could be accounted for by administratively
reserving funds until termination actually occurred,
because such costs would be entirely contingent upon
termination and none of the costs would have to be paid
if the contract was not terminated,...

In February 1968, the Air Force Director of the
Budget indicated that, in fact, there existed no
specific administrative reservation of funds for
special termination costs, and furthermore that one was
not considered necreasary because, if additional funds
were required on a contract in the event of
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termination, "adequate unobligated funds would be
available within the applicable appropriations, even
though reprogramming from other approved programs might
be necessary."

The Air Force Budget Director's position apparently
was based on comments in the House Appropriations
Committee Report (H.R. Rep. No. gz) on the 1968 DOD
Appropriations Aci [quoted above ~ ] concerning the
funding of cancellation charges on multi-year
contracts, Congress indicated it was not necessary to
budget for such costs and deleted funding for them....

In January 1970 the Special Termination Costs clause
[in essentially the same form as it is today] was
approved for inclusion in the [Armed Services
Procurement Regulation] for use with incrementally
funded cos§35eimbursement and fixed price incentive
contracts,

Thus, apparently on the strength of the above referenced Committee
Report and the Appropri-%icn Act, these termination liabilities were
not being funded, It should be noted that the Committee Report above
referenced, and the appropriations in question concerned the
procurement appropriations, n»t the RDT&E appropriations. In that
report, the committee was commenting on the reasons for deleting funds

for termination reserves in the procurement appropriations. In

contracts using the Special Termination Costs clause, there was no
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funding of the termination liabilities named in the clause. Therefore,
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d. Congressional "Policy" and the Special Termination Costs Clause.

In 1973 a Congressional Committee did sanction the use of the
Special Termination Costs Clause and the practice of not funding the
contingent liability created thereby., In its report on the 1974 DOD
Appropriations Act, the Senate Committee on Armed Services stated:

Under the standard Armed Services Procurement
Regulation (ASPR) clauses used in an incrementally
funded cost reimbursement type research and development
contract, the government is not obligated to reimburse
the contractor for costs incurred in excess of the
total amount of funds allotted to the contract,
including costs allowable under the termination clause.
This induces the contractor to monitor the government's
liability to make sure that it is not exceeded, and to
assure that costs the contractor would incur in the
event of termination are recoverable within the total
amount of the Government's liability., This may result,
in effect, in contractor's limiting their costs to
provide a reserve to cover termination costs should
termination occur. Such action could lead to tying up
of considerable amounts of money for potential
termination charges and prevent the more effective and
timely utilization of appropriations for research and
development,

Section 8-712 of the ASPR, however, permits the use
of a Special Termination Costs Clause for major
research and development contracts in excess of $25
million, This requires the government to pay certain
termination costs in a stated amount in excess of the
amount otherwise allotted to the contract. The use of
this clause enables a contractor to more fully utilize
the funds allotted to the contract without the need to
provide for a reserve against possible termination,

The Special Termination Costs Clause has not been
widely used. The Air Force has used it in a number of
their contracts, and the committee is not aware that it
has been used by either the Army of the Navy. Although
funds are not obligated when the Special Termination
Costs Clause is used, in order to assure that the
provisions of the Anti-Deficiency Act are not violated
in the event of termination, the departments must
assure that funds are available to cover this potential
liability if termination occurs. However, in view of
the unobligated balances available in the RDTGE
appropriations, and the relatively small risk of
termination of any major contracts that could contzin
the clause, the risks of not having sufficient funds to
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meet these potential obligations are minimal,
Accordingly, the committee suggests that greater use of
the clause be made by all the military departments.

The selective use of this clause on a case-hy-case
basis would be considered prudent business practice,
and the benefits to be derived far outweigh any
potential riigs which would in anv event be
manageable.

Thus, Congressional policy with regard to the use of the Special
Temination Costs clause mimics its policy with regard to cancellation
charges on other multiyear contracting, The Committee recognized the
Anti Deficiency Act problem with regard to special ternination costs,
but stated its endorsement for the practice of not funding them,

nevertheless,

e, The Legal and Practical Effects of No Multiyear Statute

Applicable to RDT&E Contractina,

The discussion of the legal and practical effects of the lack of
funding for Special Termination Clause liabilities could -~imply parrot
what was said about. the failure to fund cancellation ceilings above
except for the fact that the practice continues without benefit of
statutory authority. 10 U.S.C. § 2306 provides statutory authority for
multiyear -ontracting regardi.g the purchase of property137 and

certzin services, not including RDT&E.138

Therefore, the only
authority the Government has for not adhering to the Anti-Deficiency
Act consists in the two abovc quoted Committee Repcrts,

Furthermore, the oniy Cougressional statement on a source of funds
for these unfunded contingent liabilities is the Senate Committez
Report which vould look to "the unobligated balances available in the

”;

RDTEL approp‘fiations."u9 Possibly the argument can be made that by

d
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being made aware of this practice and choosing not to appropriate funds
on account thereof, Congress agrees with the Senate Committee's
recommendation. This would be similar to the Congress' decision not to
fund the requested cancellation ceilings as a result of the 1968 House
Committee Report and the decision regarding the SST termination
liability.

Therefore, the legal effect of this practice remains as
problematical as does that of not funding cancellation ceilings on
other multiyear contracting. Moreover, it has the added twists that
Congress has never considered deleting funds proposed to fund a special
termination costs termination reserve, and there is no statute lending
further legitimacy to the fsilure to fund these potential liabilities.

As a practical matter, however, given that Congress evidently won't
object to DOD reprogramming amounts from its unobligated balances to
fund these liabilities, and given cortinued Congressional acquiescence
in the practice of not funding the amounts in question, it may be
unlikely that a court would ever have to face the unpleasant task of
having to decide upon the legality of these practices, It may also
remain an academic exercise whether the Government or the contractor
must bear the loss in the event these practices were determined to

violate the Anti-Deficiency Act.
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3. Conclusion.

As a practical matter, it may be hard to engender excitement over
the apparent Congressional paiticipation in and of itself in these
funding practices, which otherwise would be unalloweble as violations
of the Anti-Deficiency Act. However, the fact that the legal aspects of
the matter are so lightly regarded by Congress ought to make both the
agencies and the contractors take stock. If the proscriptions of the
Anti-Deficiency Act are not important in these instances, then when are
they or ought they to be? There can be little wonder about the
observations cited in Chapter II about repeated violations and a
general failure to take seriously the Anti-Deficiency Act. The
practices discussed above make good business sense, and the above
committee reports indicate that Congress appreciates this fact. But,
Congress has the option of dealing with the Anti-Deficiency Act head
on, not just selectively ignoring it, or "repealing it by implication."
Also, when it does provide express statutory authority, Congress could
do so without a clear provision for the recognized substitute for an
appropriation, contract authority. There is no reason why an agency

should have to question GAO about its authority in light of the

N Anti-Deficiency Act. Nor should GAO have to find an "authorized by law"
fé exception to the Act by implication of an appropriation bill, Congress
Eig could clearly state in law which termination liabilities it chooses to
;1 assume without funding, and that it chooses so to do without resard to
;§ the Anti-Deficiency Azt. Such an approach would be one step toward

F“‘ making clear that the Anti-Deficiency Act is to be taken seriously by
E; all concerned in Government contracting.
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VI
SUMMARY AND CONCLUSION

What is sauce for the goose is sauce for the gander.
~Tom Brown

All of the foregoing only reinforces the conclusions of other
writers whose topics went beyond mere description of the
Anti-Deficiency Act. Guidance is "erratic" and "inconsistent."1
Both Congress and the agencies seem to have adopted a "cash flow"
approach to the Act, at the expense of the Act's prohibition of
obligations in advance of appropriations.2 The sins of
Anti-Deficiency Act violations are preached to the agencies in the
field,3 but the most glaring, expensive, and seemingly careless
violations appear to go unpunished.a Generally, only the taxpayers,
whose money is used to pay deficiency claims, seem to bear the
responsibility for violations of the Act.

Contingent liability situations have been demonstrated to be one
possibly major area where this duplicity regarding the Anti-Deficiency
Act is cvident. No participants in Government contracting are free from
complicity in efforts either to ignore or distort the implications of
the Anti-Deficiency Act. Even the private sector must take some
responsibility. For example, the Public Contracts Law Section's
letterS to GAO concerning the decision on the Insurancc--Liability
to Third Persons clause made no attempt to rationalize the clause with
the Act cr consider the furding problem. The agencies are the ones who
primarily have not "learned to live with" the Anti-Deficiency A: and

repeatedly report violations of it.6 But, the author believes that
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primary responsibility for the myriad problems rooted in the
Anti-Deficiency Act, especially as they involve contingent liabilities,
lies in three places. They are the GAO, Congress, and the
Anti-Deficiency Act, itself,

The GAO's contribution to the problems has been an inconsistent
application of the Act over a period of forty some years. If the GAO
opinions cited herein were set up in chronological order, the author
believes that three phenomena would be evident, First of all, there is,
as GAO so often repeats, a consistent statement of the Anti-Deficiency
Act rule applicable to contingent liabilities. In paraphrase it is that
the accounting officers of the United States have consistently held
that, unless otherwise authorized by law, a provision in a contract
which subjects the United States to an indefinite and uncertain
liability contravenes the Anti-Deficiency Act and the Adequacy of
Appropriations Act. There can be no doubt that this has consistently
been stated to be the rule, whenever a rule was stated.

The second phenomenon is a growing awareness over time on the part
of GAO of the implications of that consistently stated rule. One can
see a complete reversal in the thinking of GAO from 20 Comp. Gen. 632
(1941) to 54 Comp. Gen. 824 (1975) and 62 Comp. Gen. 361 (1983). In the
former opinion, assuming certain contingent risks was the "essence of
cost contracting.” In the first of the latter two, absent express
statutory authority, assumption of a contingent liability required
either a limitation of liability or an administrative reservation of
funds. Then, in 62 Comp. Gen. 361 any authority absent "express

statutory authority' was questioned.
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The third phenomenon is a trend away from deciding contingent
liability issues according to accepted accounting practice to deciding
them on the basis of the legal implications of the Anti-Deficiency Act.
Especially in 34 Comp. Gen. 418, 37 Comp. Gen. 691, and 42 Comp. Gen.
708 one can see the opinions being decided upon the basis of accounting
procedures. But, without ever saying so, GAO apparently began to
realize that the accounting practices did not answer the questions of
federal fiscal law,

This third phenomenon is a necessary consequence of the second.
That is, as GAO gradually reversed itself over the period, the
accounting rules would necessarily have to be affected by the growing
avareness of the implications of the law.

The fact that such focusing and reversal took place over such a
long period of time is one reason why there has been so much confusion
in this particular area., This has contributed to an environment in
which everyone could state the rule, but nobody knew for certain what
it meant in any given situation. The agencies could not be certain
whether the accounting practice or the legal rule would dominate,

Secondly, Congress is to be blamed for adding confusion to the
area. In several instances, Congress has acknowledged the fact that it
doesn't make sense to fund contingency reserves for various contingent
liabilities. But, it has not in all cases faced up to the requirements
of the Anti-Deficiency Act with a clear statement of "contract
authority." Congress is aware of the "unless authorized by law"
exception to the Anti-Deficiency Act. But, of all the contingent

liabilities considered herein, only 42 U.S.C., § 2210 (the
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Price-Anderson Act), 50 U.S.C. § 1431, and the pending "Contractor
Liability and Indemnification Act" state that the assumption of risks
authorized by the legislation may be done so without regard to an
appropriation therefor or without regard to the Anti-Deficiency Act.

In the other instances, the requirements of fiscal law have been
ignored, rationalized by an improper understanding of the Government's
self-insurance policy, or dealt with in a manner whose substitute for
an appropriation was not an unequivocal enactment of contract
authority. Instead of functioning according to such terms of art,
Congress has adopted the agencies' "cash flow" approach to the
Anti-Deficiency Act. In several statutes, and in the various committee
reports and their resulting appropriation acts, Congress has stated
where dollars for several contingent risks might come from in the event
of liability--nothing else. It has adopted the agencies' solution of
reprogramming to provide cash, in the event cash should be necessary,
without ever considering the implications of the Anti-Deficiency Act's
prohibition against obligations in advance of appropriations,

In 62 Comp. Gen. 361 GAO said that Congress' intent could be
frustrated if the agencies would essentially reprogram funds to
liquidate a contingent liability in the event it should materialize.
But, in the several statutes and committee reports discussed, Congress
appears to be inviting its original intent in making certain
appropriations to be frustrated,

One has to question why Congress chose to authorize the assumption
of certain contingent obligations with the understanding that they

might be liquidated with money from other programs, It is no more
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difficult to say that they may be assumed without regard to the
Anti-Deficiency Act. Formerly, GAO said an administrative reservation
of funds was not necessary when the contingency was remote.7 Now,
in many instances Congress seems to be saying the converse of that: it
is not necessary to reserve funds when the agency has access to a large
unobligated balance. One approach is as wanting as the other when it
comes to the Anti-Deficiency Act's proscriptions against obligations in
advance appropriations.

It appears that Congress inteuds to fund these various contingent
liabilities, and to do so with no loss to other programs whose
appropriations it has made available to pay the contingent obligations.
Therefore, it appears that nothing is gained by any of the procedures
which function with something other than an appropriation or clearly
stated "contract authority."

The same results could be achieved by enacting a permanent
indefinite appropriation (maintained at an appropriate "cash flow"
level) to liquidate whatever contingent risks Congress chooses to
sanction. Alternatively authorizing legislation could state that the
obligation it contemplates could be assumed without regard to an
appropriation therefor, Such legislation could also set guidelines for

the agencies' exercise of that authority., All this could be done

without raising Anti-Deficiency Act gquestions. Such is the approach of

A4

(

) the pending "Contractor Liability and Indemnification Act."

.,

:' With enactment of that legislation, the above objections would be
:; answered, However, the multiyear statute would not be affected by

H

change in the indemnification area. The new forns of express statutory
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authority and such "implied contract authority" as may be derived from
the committee reports and appropriation acts appear to be firmly
entrenched in the area of multiyear contracting. One may hope that
questions about whether or not these statutes provide not only
authority to assume the risk, but contract authority as well, may be
specifically addressed by Congress in the same manner as contemplated
by the pending indemnity legislation.

Finally, the Act itself is a cause of problems involving contingent
liabilities. In the Federal Government, a contingent liability cannot
be considered a simple bookkeeping matter. Actual dollars must be
identified to support the obligation. Without statutory authority, the
Act requires a limitation of liability or an administrative reservation
of funds, If the limitation of liability may be practically discounted
as making recovery into a game of chance, then a reservation of funds
is the only remaining alternative. No one would argue that it makes any
sense to set aside funds for a particular risk without any reasonable
expectation that the risk will materialize into an absolute liability.
This is all the more true considering that what is involved are not
investments of an insurance company or a business, but taxpayer
appropriations. On the other hand, no one would argue that it is
prudent practice, either in the commercial world or in Government, to
obligate oneself contractually without considering one's ability to
absorb the costs and potential risks involved.

This is the dilemma created by federal appropriations law, The
legal requirement is for complete fund availability as a requisite part

of the authority to obligate the Government. This requirement does not
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allow for flexibility in assuming cost risks which, in prudent business
practice, are better left dependent upon the happening of some
contingency. While the Act allows for an exception to the funding
requirement, neither Congress nor the agencies have been thoroughly
rigorous in using it regarding such business risks.

Once again, the "Contractor Liability and Indemnification Act" may
be a first step toward using the exception in other areas. This may
come about if Congress realizes that the indemnity act merely concerns
3 contract pricing factor, and that there may be other pricing factors
which could be better handled similarly.

Secondly, the Act is its own worst enemy in that it doesn't really
lend itself to enforcement. With regard to the penal sections, the
agencies can hardly be expected to seek prosecution of their own
actions. And, otherwise Congress seems to have acquiesced in the belief
that generally contractors should not have to absorb losses caused by
violations. Contractors have come to expect Congress to fund these
deficiencies., In fact, GAO is the most important champion of the Act.
But, as a practical matter, its authority is limited to stating
beforehand whether or not a proposed course of action would violate the
Act.

All of this has left the Act at the mercy of the de ires of
Congress and the agencies to make the best use of appropriated dollars,
and of the contractors, who, naturally enough, want as much protection
as possible, Congress and the agencies evidence an affinity for good
business and accounting practice in spite of the Anti-Deficiency Act.

This is so even though the accounting officers have lately said that,
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in regard to contingent liabilities, unless authorized by law, the
Anti-Deficiency Act makes this a practical impossibility,

Thus, consistency is lacking throughout., This is true even though
it is regarded as virtue by both lawyers and accountants. Once in
pursuit of the practical consistency sought by accounting, GAO now
seems intent on the logical consistency demanded by the law. As they
have in the past, practicalities will continue to present obstacles to
this pursuit, and, as Thoreau observed, expediency may have its way.

If it does sc, the Anti-Deficiency Act will continue to be mainly
an object of criticism and a source of confusion for all involved in
Government contracting. Unlike his fellow authors, Hopkins and Nutt,
the present writer is not convinced that the solution lies in a better
understanding of the Act through education and better implementing
regulations. Nor does it lie in better cooperation among contracting
officials, accountants, and lawyers. A more basic and thoroughgoing
effort is needed. This would require cooperation between the Congress
and the agencies. They should join in an effort to discern why these
Anti-Deficiency Act problems persist, how the Act is in some cases an
impediment to sound contracting practices, and how these problems may
be dealt with, without sacrificing the importunt principles of fiscal
law embodied in the Act. Whether or not such an effort may be
undertaken will not depend upon how important consistency is for its
own sake. Rather, it will depend upon how important this consistency
is, or may become, as an expedient to getting the job of Government

contracting done—--as a practical matter,




-166-
FOOTNOTES

Citation Convention

There is no uniformly prescribed citation to the
Comptroller General's Decisions. For purposes of this
paper, the author has adopted the following convention:
All opinions published in ti.e Decisions of the
Comptroller General of the United States (Comp. Gen,)
are cited thereto. All opinions not published therein
are cited by their docket number, "B" number. Dates are
specified at the first textual reference, where
otherwise helpful, and in the footnotes. If the matter
is published in Comptroller General's Procurement
Decisions (CPD), that citation is given at the initial
footnote reference,
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1, Black's Law Dictionary 392 (Rev. 4th ed, 1968).

2. AF Regulation 170-13, Accounting for Commitments, T 26 (1982).

3. R. Nash & J. Cibinic, Federal Procurement Law, 1010 (3d. ed. 1977,

1980) [hereinafter cited as Nash & Cibinic].

4, See generally GAO, Principles of Federal Appropriations Law Chapter

3 C.(9) (1982) [hereinafter cited as Federal Appropriations Law].

5. FAR 52,245-4, 52.245-5, 52,245-7, 52.,245-10, 52.245-11 [Note: All
citations herein to FAR are to FAR April 1984],
6. DOD FAR Supplement 52,228-7001 [Note: All citations herein to DOD
FAR Supplement are to the April 1984 edition].

7. Federal Appropriations Law, supra note 4, at Chapter 3 C. (9)(a).

8, 18 Comp. Gen., 285 (1938),
9, FAR 31,205-19,
10, 15 Comp, Dec. 405, 407 (1909),

11, See Chapter V.D,
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s concept, "transfer" have been described as follows in Federal
3 Appropriations Law, supra ch. I note 4, at 2-28, 2-29:

o

3 Reprogramming is the utilization of funds in an

f appropriation account for purposes other than those

- contemplated at the time of appropriation; in other

words, the shifting of funds from one object to
another within an appropriation, Transfer is the
shifting of funds between appropriations....
Transfer is prohibited without statutory
authority....
Reprogramming is usually a non-statutory
arrangement, This means that there is no general
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statutory provision either authorizing or prohibiting
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expenditures are within the general purpose of the
appropriation and are not in violation of any other
specific limitation or otherwise prohibited.
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41, B-206625, July 27, 1982.
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50, Chapter V.C.
51, Chapter V.D.
52, Fenster & Voltz, supra note 16, at 181,
53, Id. at 181.
54, 55 Comp. Gen, 768 (1976).
55, 31 U.S.C. § 1432,
56, Fenster & Voltz, supra note 16, at 215,
57. The Navy argued that the contract, once legal, remains forever
legal, and that the contractor could recover amounts due ir the Court
of Claims, id. at 215-6,
58, Id. at 214,
59. See id. at Chapter V,
60. 35 Comp. Gen. 85, 87 (1955).
61. 20 Comp. Gen. 632, 636-7 (1941),
62, See discussion at Chapter V.A.
63, 62 Comp. Gen. 361, 363-4 {1983), The Comptroller General's
attempted rationalization is not convincing. GAO said at 65 Comp. Gen.
361, 366-7:
In [20 Comp. M=n. 632 and a similar case, 21 Comp.
Gen, 149 (1941)], the only question involved
reimbursement to a contractor for damage to his own
property which had been leased by the Government. In
the first case, the damage to some heavy equipment was
caused by the Government's owa negligence; in the
second, the damage was attributable to the negligence
of the contractor's employees. In neitier case was
damage to third parties involved. The marimum amount of
any potential property damage was therefore readily
ascertainable; i.e., even if the equipment was totally

destroyed, the maximum liability would pe the value of
the equipment,

The position failed to consider the obligations assumed in 20 Comp.
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Gen 632, It may have been in that the voucher in question was for
payment due to damage to the contractor's equipment. But, the
contractual clause pursuant to which payment was made is quoted at 20
Comp, Gen., 632, 635:

ARTICLE II, Cost of the work.

REIMBURSEMENT FOR CONTRACTOR'S EXPENDITURES

1. The contractor shall be reimbursed...for...the
following items:

* % *

(k) Losses and expenses, not compensated by
insurance or otherwise (including settlements made
with the written consent of the contracting officer),
actually sustained by the contractor in connection
with the work and found and certified by the
contracting officer to be just and reasonable.
(Emphasis added.)

The language "including settlements" implies that the clause
contemplated third party liability, And, as GAO has repeatedly pointed
out, it is the obligation itself (definite or contingent), not only
payment, which is the violation of the Act. Furthermore, nothing
indicates that the Army either had or was apprised of a legal

requirement to establish an administrative reservation of funds

(commitm "t) equal to the total value of the contractor's property for
which it may become liable. In fact, GAO didn't perceive that the logic

of its pos:tion required the estahlishment of such a reserve until it

TE Wy v

o reversed itself in that regard in 54 Comp. Gen, 824 (1975).

g

t} One might also question the practicality of GAO's stat=ment that

N

L the maximum amount of Government liability was "readily ascertainable"
H

by simply totaling up the value of all the contractor's property. This
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simply assumes far too much, GAO may also be suspect for its refusal to
see a "clash" between 15 Comp. Gen. 405, and subsequent cases following
it on the one hand, and 20 Comp. Gen. 632, on the other. Responding to
the American Bar Association Public Contracts Law Section's assertion
of such a clash, GAO said at 62 Comp. Cen. 361, 364-5:

[T]here is no clash that we can discern. Except for the

1980 utility case [59 Comp. Gen. 705],...the accounting

officers of the Government have never sanctioned the

incurring cf an obligation for an open ended indemnity

in the abzence of statutory authority to the contrary.

GAO didn't realize o- admit what it had done in 20 Comp. Gen. 632,
rnor d-d it admit that prior to 54 Comp. Gen. 824 it had sanctioned
fixed indemnity obligations for which no funds had been identified. The
issue would have been better served by an admission from GAO that much
of what went on in 20 Comp. Gen. 632 and other cases has been lost to
history, that everyone has become more sophisitcated about the
implications of the Anti-Deficiency Act, and that insofar as 20 Comp.
Gen. 632 or any other opinions that could “e mustered conflicting with
the Comptroller General's now reiterated opinion, they wuuld no longer
be followed.

It is a moot point because operationally the results are the same.
It doesn't matter if GAO "overrules" 20 Comp. Gen. 632 or rationalizes
it into a tenuous consistency with 15 Comp. Dec. 405, et seq. Its
present position, at least with regard to the Insurance--Liability to
Third Persons clause, is clear, What is unfortunate is the lack of an
admission that in 1941 GAO could not idertify an indefinite contingent
obligation and deal with it accordingly.

64. 15 Comp. Dec. 405, 407 (1909),
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30. The DOD Special Termination Costs clause is an example of an
agency's desire not to fund such a liability. See Chapter V.D.2.

31, 62 Comp, Gen, 361, 367 (1983).
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CHAPTER IV
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2, 31 U.S.C. § 1341(a).
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